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FOREWORD 

The past school year — 1920-1921 — closed the first decade of the study 
of Accountancy in Y. M. C. A. Schools, with an enrolment of approxi- 
mately 10,000 students. It is, therefore, quite in line with the progressive 
policy of the United Y. M. C. A. Schools to begin the second decade 
of Association Accountancy instruction by furnishing, for advanced stu- 
dents, these two volumes on "C. P. A. Accounting — Theory, Questions, 
AND Problems," by George Hillis Newlove, Ph. D., C. P. A. 

For two years the standard Accountancy Commission of the United 
Y. M. C. A. Schools has been carefully studying the Accountancy courses 
offered by the local Association schools, with a view to planning a 
standard four-year curriculum that would be of maximum service to 
the student, not only in giving him sound instruction, but in equipping 
him to pass his state examination. 

These books by Dr. Newlove are admirably planned to furnish the 
instruction and equipment referred to, for they are the outgrowth of 
his own experiences as instructor and Dean of the Washington, D. C, 
School of Accountancy. 

It will be observed that there are more problems in the books than 
can be solved within class periods. In order to relieve the instructor 
and to aid the student, model solutions for all problems have been pro- 
vided, in mimeograph form. These may be secured, at slight cost, from 
the Educational Director of the local Association, by resident students, 
after they have solved the problems required by the instructor. Those 
who are using these books, but are not in Association classes, may secure 
the model problem solutions from Association Press, 347 Madison Avenue, 
New York City. 

The Accountancy Commission, to which full credit is due for its 
earnest and practical work in formulating curricula, consists of D. S. 
Sylvester, B. C. S., LL. B., Dean, School of Commerce and Finance, 
Northeastern College, Boston, Mass. ; H. C. Daines, A. B., B. C. S., Edu- 
cational Director, Chicago; Ralph B. Mayo, President of R. B. Mayo 
& Co., Denver; G. H. Newlove, Ph. D., C. P. A., Dean, Washington School 
of Accountancy, Washington, D. C; F. L. Roth, Dean, School of Business 
Administration, Cleveland; and C. A. Wesp, Dean, School of Commerce. 
Philadelphia. 
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PREFACE 

This volume completes the classification of all the general accounting 
theory and auditing questions given in 335 C.P.A. examinations. A list 
of the available C.P.A. examination papers is given in the preface of 
Volume I. The asterisk has been used after references using the questions 
in a slightly different form. The theory and auditing questions and the 
practical problems have been arranged so that all three aspects of the 
subjects are studied simultaneously. 

As in Volume I the lectures presuppose at least two years' study of 
accounting. It is not claimed that the bibliography is complete, three 
references on undisputed points and as many references as possible on 
disputed points being the desired goal. 

In addition to the persons mentioned in the preface of Volume I, the 
undersigned owes a debt of gratitude to Mr. C. V. ImJay, Washington, 
D. C, for his assistance on the legal aspects of receiverships. 

G. H. NEWT.OVE. 
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CHAPTER I 

CASH 

Cash Book — There are four kinds of cash books, viz.: (a) petty cash 
book, which shows the amounts placed in the petty cash fund and the 
detailed expenditure thereof;^ (b) general cash book, which reeords all 
cash transactions as they occur except the petty cash transactions;' (c) 
journal-cash book, which records both cash and non-cash transactions, and 
which, carried to its logical extreme, becomes both a journal and a ledger, 
as it may have a debit and a credit column for each ledger account;* and 
(d) private cash book, which records all the transactions incident to the 
financing of the enterprise when a private ledger is maintained/ 

Unless all receipts have been deposited in the bank and all payments 
have been made by check, the net cash and discount columns on both sides 
of the cash book must be footed.' Some auditors add only every third or 
fourth page of the cash disbursements if the payments can not be checked 
by the bank account," but the special columns on the receipt side must be 
footed, if the cashier has access to the receipts.^ Whenever receipts are 
deposited intact in the bank and all payments are made by cheeks, the 
footings in the general cash book need not be verified, if the disbursements 
are vouched and the bank account is reconciled," for the footings can be 
verified by the following tables :* 

''Deposits per bank statements I 

Deduct — Deposits credited by bank at beginning of period 
entered on books prior thereto 



Add: 
Deposits entered on books during period (near 

end) credited by banks subsequently 

Canceled checks written back into receipts 
as offsets to disbursements but not issued 
or else not used by payee 

Total receipts record footings 



Disbursements per bank statements 

Deduct-^Checks issued prior to beginning of period (out- 
standing at that time) cashed by bank during period 
(hence included in bank's statement of checks with- 
drawn) 



*For explanation of superior figures see page 307. 

1 
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Checks issued toward end of period (out- 
standing) not cashed by bank during 
period but entered in check register $ 

Checks written but canceled prior to presen- 
tation to bank 



Total check register footings % 



Cash Receipts — A system of internal check requires that a clerk other 
than the cashier or bookkeeper shall make a list on a blotter of all in- 
coming remittances before turning them over to the cashier." When the 
deposit is ready for the bank, this clerk records on his blotter the cash 
sales as recorded in the cash register, compares the total receipts with the 
deposit slip, and verifies the entry in the pass-book when it is returned 
from the bank.^ Receipts from cash sales should be verified daily against 
the sales tickets " If it is necessary for the bookkeeper to receive the 
cash, the proprietor should keep under lock and key a duplicate copy of 
his itemized records of cash, until they are audited." Checks, whether 
issued by the firm itself or not, should be deposited if cashed out of 
receipt funds." 

In verif3ring the cash receipts, the cash sales should be checked against 
the cash register slips or daily records taken therefrom, duplicate sales 
slips, and detailed memorandum books." The remittances from customers 
are very unsatisfactory items to verify, for the auditor must content him- 
self with cheeking the amounts against the customers' accounts with the 
hope that the balances of the accounts can be confirmed before the com- 
pletion of the audit." As the clients frequently object to having their 
customers circularized and as the customers frequently fail to reply when 
they have been circularized, this is a very poor check. In this regard an 
auditor can do a real service by pointing out the advantage of a system of 
internal check. Carbon copies of itemized deposit slips are sometimes, 
advocated as vouchers for cash receipts, but they are nearly valueless 
since there is no proof that they are copies of the slips actually used in 
making the deposit." As to other receipts, the auditor must watch for all 
possible sources of income such as investments, leased property, etc. In- 
terest on bonds can be easily ascertained from the securities, and dividends 
may be checked through financial journals." 

Cash Disbursements — The cash payments should be checked with the 
regular vouchers," which should be marked so that they can not be used the 
second time during the audit." Cash payments should be made by checks," 
but, as checks in themselves do not show the reason or authority for the 
payments, the disbursements should be supported by duly authorized 
vouchers." Checks are frequently recorded in books called check registers, 
which usually give the date, check number, payee, amount, and voucher 
number." Where there are more than one depositary, a check register 
should be kept for each.** Checks are numbered, and, after the checks 
which have been paid and returned by the bank have been used to verify 
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the bank account, they should be arranged in numerical order and the 
missing numbers accounted for.^ All outstanding checks should be listed.** 
Canceled checks should be pasted on the stubs when canceled," and paid 
checks should also be pasted on the stubs when returned by the bank." 
Under general circumstances the auditor need not examine the endorsements 
on returned cheeks, except those drawn to the order of cash." Drawn 
checks do not affect the accounts until they have been delivered.** 

Statement of Receipts and Disbursements — ^A statement of receipts and 
disbursements is a report showing respectively with regard to cash, the 
balance tit the beginning of a period, the classified receipts and disburse- 
ments during the period, and the balance remaining at the end of the 
period.'^ Some accountants do not classify the receipts and disburse- 
ments," while other accountants classify them.** If it is desired to classify 
the receipts and disbursements, a procedure which seems advisable, head- 
ings somewhat like the following can be used :** 

RECEIPTS : 

(a) From the Collection of Current Assets. 

(b) From the Sale of Working Assets. 

(c) From the Incurrence of Liabilities. 

(d) From Miscellaneous Sources. 

DISBURSEMENTS : 

(a) For Liabilities Liquidated. 

(b) For Interest on Indebtedness. 

(c) For Reduction of Credit Accounts of Officers. 

(d) For Pre-Process Cost of Goods Manufactured. 

(e) For Factory Overhead Expenses. 

(f ) For Selling Expenses. 

(g) For Greneral and Administrative Expenses. 

Care should be taken not to confuse statements of income and expenses 
with statements of receipts and disbursements; the former contain all 
expenses and income whether paid in cash or not, while the latter contain 
merely a formal rearrangement of the information recorded in the cash 
book.'" 

Bank Balance — When receipts are deposited and payments made by 
checks, the cash book will show only net cash on both sides, thus eliminat- 
ing the need of any extra column for the bank record" or of having a bank 
account in the ledger. However, the bank balance at any one time may 
vary from the balance of the cash book." The two can be reconciled by 
making four tables: (a) We debit, bank does not credit; (b) we credit, 
bank does not debit; (c) bank debits, we do not credit; and (d) bank 
credits, we do not debit." The sum of the bank's balance and (a) and 
(c) should equal the sum of the cash book balance and (b) and (d)." A 
list of outstanding checks at the end of the period should be prepared 
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and specially scrutinized." Outstanding checks at the beginning of the 
period should be examined and traced into the cash book.^ 

When separate i*ecords are maintained in the cash book, check book, 
and pass book, the receipts and disbursements can be reconciled by adapt- 
ing the following tables to meet the conditions :** 

Reconciliation of Receipts 



Recorded receipts 

Receii>t8 not deposited 

Deposit of previous period's receipts 
Interest on bank balances 



Cash Book 



123,000.00 



490.00 
10.00 



$23,500.00 



Check Book 



Pass Book 



$23,390.00 
100.00 

io.oo 



$23,500.00 



$23,400.00 
100.00 



$23,500.00 



Reconciliation of Disbursements 



Recorded disbursements . . 

Currency items 

Checks outstanding 

Checks of previous period . 
Exchange charged by bank 



Cash Book 



$21,000.00 



995.00 
5.00 



$22,000.00 



Check Book 



$20,950.00 
50.00 

995!66 
5.00 



$22,000.00 



Pass Book 



$20,750.00 
50.003 
1,200.00 



$22,000.00 



C(ish Account — There is some difference of opinion as to whether an 
account for cash should be opened in the general ledger. Some accountants 
open such account in order to make the ledger self -balancing,** while 
others prefer to do the extra work of looking up the balance in the cash 
book when a trial balance is being taken in order to save the work of 
posting to the ledger account. In point of strict theory there ought to be 
a cash account in the ledger. 

When a cashier is over or short a slight amount at the end of the day, 
this amount can be recorded in a cash over-and-short account, which 
account would be closed into profit and loss at the end of the period, if the 
cashier is not held liable therefor." 

Cfiah on Hand — ^When notice of ihe auditor's coming has not been given 
to the client's staff, the cash should be balanced immediately.** If ex- 
pected, the auditor should verify the cash when it will cause the least 
trouble to the client's staff, which time is usually the first thing in the 
morning when the cash book is written up and the footings are shown,*' 
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bLft ^ ^® <5lo8e of business on the first day of tiie audit * The bank 

■ than * ^^^^^ ^ independently verified by the auditor * Where more 

<liffe ^^^\^*P^'5it«'ry is used, care must be taken to see that all of the 

jg ^^^ oalanoes are verified simultaneously.** If the i)eriod to be audited 

<^los ^f* fj^^^ time previous to the date of audit, the transactions since the 

f.^ ^"* period should be scrutinized and the footings checked in order 

^iderliii^ *^^ ^*^ balance at the close of the period." However, if con- 

olosin V^^^ ^^ elapsed since close of the period, bank balances as of the 

books ^ *^ should be obtained from the bank and reconciled with the 

«,^ ^^ ^^® assumption that the outstanding checks shown bj^ the l>ook.s 

^^^ correct.** 

• iio^i ^^V'**^"^^ the cash, a list showing the bills, gold, and silver by de- 

cheet ^^^^^^ ^^^^ sub-totals for each, should be prepared." Any I. 0. U.'s, 

of Lav* ^®"^^®/ ®*«-» should be listed with full particulars.** The practice 

out of *H^ ^^e-bills in the cash is vicious, and such items ought to be taken 

L in tra > ^^^ account and recorded in the proper accounts.** If cash is 

ai^£ ?2? ^hen the cash is counted, it should be verified immediately on 

• ^ reco ^^^^^^^^ on the bank at the date of the balance sheet should 

he «»,« ^^^^ among the current liabilities*' as a loan, as cash should never 

^et^"^ ^**h a credit balance." 

• ^'' imr>r f ^'* "^^^ pe^^ty <*a«h fund, sometimes called petty cash account 

^^ I>^tt ^^ ^*^^ account,* is an amount of money set aside for the payment 

J>aid in ^^^®'^^s-* Expenditures too small to be made by check may be 

^he bala^**"^'**'^ ^^^ without the use of a special fund," (b) from a fun<l 

whinh i ^^ ^^ ^^"^'h fluctuates,"" and (c) from a fund the balance of 

mcii IS constant.- 

vicious D ^^^'^^ of small expenditures from the current cash receipts is a 
enhances th ^^^* *^ *^*' ^' fi^^^^^y weakens the system of internal check and 
petty cash K t?^"^*^ ^^ auditing the cash.** ' Under such a method, the 

Wh *^ nierely a memorandum.** 

^ash boolT^^*^ payments are made out of a fluctuating fund, the petty 

; (hne/'* \\ri ^^ "^ an independent journal from which posting may be 

cash Hccaunt^ • ^^^^ ^^ created, the petty cash account is debited and 

ai^ made th ^^® ®^ ^^ ^he genei-al cash book.*' and, when small payments 

credited in th ^^^^^^ expense accounts are debited and petty cash account 

' diminished I i ^^^^^ ^^^ book.** When the amount of the petty cash is 

^ash, and re^ -T/i*-^^^ figure, another check is drawn in favor of petty 

^onnt and a ^®^^f^ ^ the general cash book as a debit to petty cash ac- 

Pettv cash h^^V ih^ ^^^^ account.** If it is desired not to post from the 

Its an ^7 %.™ expenditures are recorded as charges to the 



various 
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«^eounts ami i- ^i^^^^^i^ur-tjs* are recoraea as cnarges i 

When r>ettv ^^ ^ ^^ *^^ ^^^^ ^^^^^ account in the journal, 
fash book entrJ^^'^^^'^f^ ^^*® made from a non-fluctuating fund, a general 
petty pavmenff ^^ ^ ^^ *^® creation of the fund." Under this system 

^0 the Mnei-al e^^Ji' u ^^^ ^^^ presented together with the vouchers 

exact amount afthZ'Zt'' ^''^'' f "^^^""^ ^^ ^^^^^ ^^ P^^^y ^^^^ ^^^ ^^^^ 

^ expenses aii<l records tViA r.Vio/.bc in Viia o.o«o,.q1 nndi 



•ecords the checks in his general cash 
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book as debits to the various expense accounts and credits to cash ac- 
count." The fluctuating fund is less desirable than the non-fluctuating 
fund, because it makes necessary the ascertaining of how much has been 
paid into the fund before the balance can be checked." The non-fluctuat- 
ing fund is easier to audit than the fluctuating fund.'* 

There is a great need for standardizing the petty cash vouchers for the 
purpose of safeguarding the petty cash fund and of removing temptation 
from junior clerks." As the petty cash is relatively unimportant, auditors 
frequently have some responsible person scrutinize the payments and 
initial each page or month in the petty cash book." If the auditor wishes 
to test the payments himself, he should verify either all payments for a 
certain period or all payments exceeding a certain sum for the entire 
period." In auditing the petty cash book, the distribution of any large 
items should be checked, the total column footed, cross-footings proved, and 
the postings of totals verified." 

Fraud in Cash — The kinds of fraud an auditor must guard against are 

(a) raising checks after they have been paid and returned by the bank, 

(b) entering less than amount received and forcing footings to make the 
cash balance when the correct amount is posted, (c) recording fictitious 
allowances for damaged goods, (d) padding the payroll, (e) purloining 
receipts from an unrecorded sale, (f ) making false petty cash vouchers, 
(g) understating discounts on purchases, (h) overstating discounts on 
sales, (i) "lapping," (j) "kiting," and (k) forging the signature on 
checks which were drawn for the purpose of paying off creditors.™ 

"Lapping" is extracting the amount of a remittance from a customer, 
then recording the credit to the customer the next day and holding back the 
credit on one or more of the remittances received that day.'® Except for 
the day in which the theft is made, the total amount in dollars of the 
receipts is deposited, but the credits are not made to the accounts of the 
customers making the payments, but are entered in favor of those who 
paid the previous day with the result that the cash book is always one day 
behind the pass book." The method usually given to detect such fraud is 
to check the cash book entries with the itemized deposit slips of the same 
day." However, there is no proof that the available carbons of deposit 
slips are copies of those actually used in making the deposit,** and very 
frequently all of the deposit slips are not available and those available are 
frequently not itemized. The term "kiting" is sometimes used as a 
synonym for the term "overlapping." 

"Kiting" is the drawing of a check on one bank and sending a check 
on another bank to cover it, and covering the second check by a check on 
still another bank, etc." As it takes time for these checks to pass through 
the regular banking channels, the man drawing the checks has the use of 
the money without interest charges. Banks could largely prevent such 
practice by- comparing the amount of the sales made by the depositor with 
the amount of his deposits ; the two amounts ought roughly to agree." 
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1. What are the main objects to be sought in arranging the distribu- 
/ tion of the work of the treasury and accounting departments of a busi- 
ness? What general lines of distribution would you adopt to attain these 
objects? (Candidates are not expected to explain methods in detail or 

. draw forms.) (A. I. of A., June, 1917.) 

2. On June 29, 1916, the P. D. Company negotiated an interest-bear- 
ing loan of $20,000 from its bankers so as to pay all of its accounts 
payable, totaling $18,000. There were no other liabilities. Checks in pay- 
ment of the accounts were entered as of June 30, leaving a cash balance 
of $5,000 and other current assets of $35,000. 

You discover that, because of delay in obtaining corrected statements 
from creditors, the checks were not mailed until July 10, but the com- 
pany's officials explain that they did not wish to submit to the bank a 
statement showing unpaid liabilities after telling the bank officials that they 
were going to pay all of the liabilities immediately from the borrowed 
money. 

How would you treat this item in the Balance Sheet of June 30, 1916? 
Give reasons, 

(111., May, 1915.) 

3. Enumerate at least five causes, other than dishonesty, leading to a 
gradual decreasing bank balance, profits continuing normal. (Mass., Oct., 
1917.) 

4. How would you classify the deposit made to account of court costs 
in case not yet come to trial in the Balance Sheet or Profit and Loss 
account? (Kan., Dec., 1915; Mo., Dec., 1915.) 

5. In the preparation of a Balance Sheet, explain the basis upon 
which you would ascertain that cash was properly valued. (Wis., April, 
1914.) 

6. Under which heading would you place cash? Give other illustrations 
that may occur to you and reasons for your opinion in each case. (N. Y., 
June, 1898*; 111., May, 1908.) 

7. State what you consider the best way to handle the Cash account 
and the Bank account in a set of books. (Fla., April, 1907*; N. Y., Jan., 
1907»; Fla., April, 1908*; Fla., July, 1909.) 
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8. What is the advantage of having a Cash account in the Ledger! 
What should a Cash account in the Ledger show? (N. Y., June, 1909.) 

9. What is the best method of handling cash receipts and disburse- 
ments, and what advantages result from such method? (Wis., April, 
1914.) 

10. Do you favor the depositing iij the bank of all receipts and dis- 
bursing of all moneys by check? Why? (CaL, Nov., 1916.) 

11. In a certain business the cash receipts are employed in part to 
defray current expenses. Other disbursements are by check against funds 
deposited. In arranging books of account. for such a business, how would 
you provide a clear, direct, and labor-saving record of all cash receipts 
and disbursements? Show the advantages of this plan. (N. Y., June, 
1904.) 

12. To what extent would you ^consider it necessary to verify the cash, 
and what reference to. such verification would you make in your report? 
(Mass., June, 1913.) 

13. Give a full detailed account of your procedure in auditing the 
Cash account of a large mercantile corporation. (N. Y., June, 1900*; 
N. v., Jan., 1907*; Fla., April, 1907*; Va., Nov., 1910; N. Y., Jan., 
1911*; Va., Oct., 1911*; Wash., June, 1915.*) 

14. What practical method would you adopt to detect "check marks" in 
a Cash Book, made in your absence by a suspected cashier? (N. Y., June, 
1915.) 

15. In examining cash vouchers in the course of an audit, is it neces- 
sary to place your initials or some other distinctive mark on each, and if 
so, why? (N. Y., June, 1899.) 

16. What method would you adopt to detect a cashier under suspicion? 
(N. Y., June, 1898*; N. Y., June, 1906*; Mich., June, 1908*; Mich., June, 
1910*; N. Y., June, 1912*; N. Y., Jan., 1914; 111., May, 1914*; Ohio, 
Nov., 1915*; Kan., Dec, 1915*; Mo., Dec, 1915*; N. C, June, 1916*; 
N. D., Aug., 1917*; A. I. of A., May, 1918*; Wis., May, 1919*; W. Va., 
May, 1919.*) 

17. (a) Would you deem it necessary to check all individual postings 
and add every page of the Cash Book? (b) In case you deem it unneces- 
sary to check every item of posting, how would your audit disclose irregu- 
larities that were covered up in erroneous postings? (c) In case you 
deem it unnecessary to add every page of the Cash Book, how would 
your audit disclose irregularities covered by erroneous additions? (N. C, 
Nov., 1919.) 

18. What verification would you make of the Cash Book? (N. C, 
Aug., 1917.) 

19. State how you would prove the correctness of the additions of the 
Cash Book without actually adding same. (N. C, June, 1919; N. C, 
Sept., 1919.) 

20. In the preparation of a Balance Sheet, explain the basis upon 
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which you would ascertain that cash was properly valued. (Ohio, Nov., 
1916.) 

21. State fully the limitations of the process of verification of cash 
handlings where all receipts are deposited in banks and all disbursements 
made by bank checks. (N. C, June, 1916.) 

22. A concern has Bank accoimts in different cities and is accustomed 
to transfer funds. How would you verify the cash balances as of a given 
date? (Mass., Oct., 1915*; Mass., Oct., 1917.) 

23. Upon commencing on December 23 an audit of any concern having 
fifteen bank accounts, how would you proceed to verify the cash? (Cal., 
Nov., 1916.) 

24. How would you verify the cash on hand and at bank at the date 
of the audit, for a company carrying balances at the head office, at 
several branches, and in the hands of foreign agents? (Mo., Dec, 1914.) 

25. What means should be employed to detect the willful omission to 
enter in the books under audit of cash received? (N. Y., Dec, 1896.) 

26. You audit the accounts of the Mann Supply Company for the 
year to December 31, 1915. The collections made on December 29, 30, and 
31 were stated to have been deposited on January 3, 1916. You com- 
menced your audit on Januaiy 23. What steps would you take to ascer- 
tain that no irregularities existed? In answering assume (a) that the 
petty cash is kept on the imprest system and all vouchers are paid by 
check; (h) that all petty cash payments are made through the General 
Cash Book and that many cash payments are made. (111., May, 1916.) 

27. What record should an auditor make to the count of cash on hand 
(in drawer) ? (Iowa, Dec, 1918.) 

28. In an audit as at December 31, 1915, you find that the books show 
an overdraft on the bank of $10,000. On which side of the Balance 
Sheet should this item be shown? 

Would you make an adjustment if you discovered that checks totaling 
$12,000 had been drawn and dated in December, but that they were not 
mailed until January 5, 1916? (111., May, 1917.) 

29. You are asked to make a detailed audit of the Williams and Smith 
Wholesale Grocery Company for one year. The of&cials of the company 
suspect that there has been misapplication of funds by the office manager 
who also acts as buyer or purchasing agent for all merchandise which is 
regularly carried in stock and for supplies, etc. 

With the exception of the sales, customers' ledgers, and cash receipts, 
which are entirely in the charge of the credit manager, all of the book- 
keeping is under the immediate direction and control of the office manager. 
His duties as purchasing agent, however, do not ordinarily permit him to 
perform any detail work in connection with the books or records beyond 
the issuance of the purchase orders and the final 0. K. of the checks. 

How would you proceed to satisfy yourself that there had been no mis- 
appropriation of funds by the office manager? What would constitute 
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satisfactory vouchers in respect of the different kinds of disbursements 
that would ordinarily occur Y In what circumstances would you need to 
report that a completely satisfactory proof of the disbursements was im« 
possible and how would you suggest that the system be changed so that a 
satisfactory audit could be made? (111., May, 1915.) 

30. Describe two methods of procedure by either of which might be de- 
tected the fact that a cashier has been appropriating to his own use the 
funds of his employer, but has been keeping his Cash Book in agreement 
with the funds on deposit and in hand through the process frequently 
termed 'Tciting remittances of customers/' i.e., depositing on one day all 
checks and drafts received from customers on that day, together with a 
sufficient amount of cash to equal the Cash Book entries made on the same 
day for amounts received from certain customers on previous days, thereby 
postponing the entry of receipts from customers to an amount equal to 
the cash misappropriated. (N. Y., Feb., 1909.) 

31. A commission consisting of three members, "A," "B," and "C,'* are 
sent on a special mission and on their return an expense account is 
turned in by the chairman, "A," as follows : 



Exoenses* 
3 R. r! tickets, @ S15.50. 

1 cash fare 

Sleeping car 

Hotel, etc 

To "B" for incidentals . . . 

To"C" " " 

To "A" " " 



Refunds: 

1 R. R. ticket returned for redemption. 
Cash returned by "B'' 

" " " to balance. !.".'*. '.'.'..* 



Cash advanced, 




$145.25 



54.75 

S200.<X) 
$200.00 



Was the amount correct? If not, what amount of money should "A" 
have returned? Explain fully. (Mich., June, 1910.) 

32. The result of your count of the "cash on hand" at a large agency 
on January 1, 1912, discloses: 



Bills 


$200.00 

140.00 

75.00 

230.00 


$1,979.0') 


Coin 


484.19 


Cash items supported by properly signed vouchers: 
January 14, 1908. sub-aeent Jones 




July 20, 1908, sub-acent Thomas 




Aug. 20, 1909, sub-agent Vincent 




Sept. 30. 1910, sub-agent Nelson 


645.00 






Cash balance as per General Ledger 




$3,108.19 
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Does this count complete your duty as au auditor? If you consider 
that further steps are necessary state what you would do. 

(N. Y., June, 1912.) 

33. Your audit of the accounts of a corporation discloses that the 
cash balance at the end of the fiscal year consists of the following: Cur- 
rency and coin; expense slips applicable to the period audited; advance on 
payrolls; personal slips of of&cers; protested check of customer. 

In preparing your Balance Sheets at what amount would you show the 
cash on handY What adjustments would you make, and how would you 
make them? (Ohio, Nov., 1917.) 

34. A corporation closed its books on December 31, 1916, at which 
time it was overdrawn at its bank about $25,000. It kept its Cash Book 
open (as of December 31) for the greater part of January, during which 
time there was collected from customers over $240,000 and $176,000 of 
this was applied to payment of liabilities accruing in January. 

State the effect of these January transactions upon the financial show- 
ing and your attitude as auditor in certifying to the statement. 

(Ohio, Nov., 1917.) 

35. In making a detailed audit, what procedure would you follow to 
verify the cash in transit to bank? (Kan., Dec., 1915; Mo., Dec., 1915.) 

36. You are called in to examine the books of a firm whose bookkeeper 
and cashier has absconded. He is known to be an embezzler to the 
amount of at least $2,000. The books have been kept by double-entry 
and are apparently correct. How would you proceed to determine the 
total amount of the embezzlement? Mention the different methods that 
the embezzler might have used to hide his stealings. (N. Y., Jan., 1900; 
III, May, 1910.») 

37. State five different methods which you ordinarily would detect by 
which a bookkeeper can abstract cash, also two methods which you ordi- 
narily would not detect. (Colo., Dec., 1913; N. D., July, 1919.*) 

38. A water registrar, who handled all collections and kept the books, 
but who was not allowed to sign checks, borrowed from the funds, and in 
the month of December in each year secured outside funds to replace the 
shortage, so that his cash was always found correct on December 31, date 
of closing. He entered disbursements on the Cash Book under date of 
approval of same, and not on day of payment, so that his Cash Book never 
showed the true cash on hand, except in the last days of the year. Several 
auditors approved his accounts, until finally one of them discovered the 
trouble in the regular course of his work. Why did the former auditors 
fail to detect the condition of affairs? (Mass.^ April, 1911.) 

39. Mention three methods by which a dishonest employee may at least 
temporarily conceal thefts of cash and what audit procedure would be 
likely to uncover such thefts. (A. I. of A., May, 1918*; 111., Dec., 1918; 
Ga., May, 1919.*) 

40. Prepare a detailed program of a cash audit of a merchandise l)usi- 
less (wholesale or retail) doing an ftnnual business of $1,000,000 or more. 
(Ill, Dec., 1918.) 
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Cash and Bank Balances 

41. How would you verify the cash balance in a Balance Sheet ante- 
dating by several months the time of your audit? (N. Y., Dec., 1896*; 
N. Y., Dec., 1897*; N. Y., Jan., 1901»; Pa., Nov., 1901*; Mich., Dec., 
1906; N. Y., Jan., 1907*; R. L, Dec., 1907*; N. Y., June, 1908*; 
Md., Jan., 1909* ; N. Y., Feb., 1909* ; N. Y., Feb., 1910* ; Va., Nov., 1910* ; 
N. Y., June, 1911*; Mich., June, 1913*; HI., May, 1915*; Del., June, 
1915*; Ohio, Nov., 1915*; N. Y., Jan., 1917*; A. I. of A., June, 1917*; 
Ind., Nov., 1917* ; Va., Nov., 1918* ; Ga., May, 1919* ; Mich., June, 1919* ; 
A. I. of A., Nov., 1920.*) 

42. At a financial or Balance Sheet audit made two or three weeks after 
the date of the Balance Sheet, would you consider it necessary to count 
the cash? (111., May, 1913.) 

43. State fully how you would verify the cash on hand (a) when all 
receipts were banked; (b) when the receipts were partly banked. (N. C, 
Nov., 1919; N. C, June, 1920.*) 

44. State what verification you would make of the bank book. (N. C, 
Aug., 1917.) 

45. In auditing a Balance Sheet, how would you ascertain the cor- 
rectness of the Cash in Bank? (Mass., Oct., 1914*; 111., May, 1915*; 
Ohio, Nov., 1915*; Kan., May, 1916; 111., May, 1916*; Wash., July, 1917*; 
Ind., Nov., 1917*; A. I. of A., Nov., 1919.*) 

46. State fully how you would verify the bank account of a concern 
depositing with six banks, and making frequent transfers of funds between 
them. (Mass., June, 1912.) 

47. In an audit of the books of a company, how may the correctness 
of the Bank Balances in the Balance Sheet be determined? (N. Y., Dec., 
1897; N. Y., Dec, 1898*; N. Y., June, 1900*; Wash., April, 1906*; Ohio, 
March, 1910*; HI., May, 1913*; Ind., Nov., 1917*; A. I. of A., Nov., 1919.) 

48. State to what extent you are justified in accepting the certificates 
of officials of a corporation as to cash and bank balances? (Ind., Nov., 
1917.) 

49. State what character of irr^ularities may exist in the bank ac- 
counts undetected, if the process of verification is confined to checking 
balances, instead of debit and credit totals? (N. C, June, 1916*; N. C, 
June, 1919; N. C, Sept., 1919.) 

50. In auditing a firm's accounts, would you accept the pass book 
regularly balanced by the bank, as an evidence of the correctness of the 
transactions that had taken place between it and your client? Give 
reasons. (N. Y., Jan., 1914; Ohio, Nov., 1915; Ohio, Nov., 1916; N. D., 
July, 1919.) 

51. The check book of a company shows cash in bank $12,500; the bank 
pass book for the same date shows $14,000; which is correct and which 
amount should be included in the Balance Sheet? (N. Y., Dec., 1897.) 

52. Upon the audit of the partners' accounts of a manufacturing busi- 
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ness, the following condition is revealed : A large deposit in bank is made 
on the closing fiscal date, which amount is credited to the bank two weeks 
later. What would you deduce from this fact, and what would you feel 
called upon to do? (Elan., May, 1916.) 

53. Would you, or would you not, be satisfied with a list run off on an 
adding machine by some one connected with the institution under examina- 
tion after you had compared the amount of each item with the listed 
figures? Give your reason. (Del., June, 1915.) 

54. Should an auditor, verifying the cash accounts of a firm^ accept the 
entries on a bank pass book as sufficient evidence of deposits made? Ex- 
plain. (N. Y., June, 1904.) 

55. In March you receive instructions to verify the Balance Sheet of a 
company as at December 31 preceding. How would you proceed to verify 
the Cash Balances at the date of the Balance Sheet, assuming: (a) That 
the Cash in Bank and Cash on Hand are kept separately: (h) that both 
Cash in Bank and Cash on Hand are merged in one record so that it is 
impossible to tell from the Cash Book how much is in bank and on hand 
respectively at any previous date. (111., May, 1915.) 

56. What is a bank pass book? How far should one rely on the entries 
contained therein? (N. Y., June, 1906.) 

57. What is the value of a bank pass book for the purpose of an 
audit? (N. Y., June, 1899; N. Y., June, 1908.) 

58. What, if any, confirmation of a bank pass book balance should be 
obtained? (N. Y., June, 1909.) 

59. How should the auditor be satisfied with ascertaining that the bank 
account is correct at the end of a fiscal period? How can the account be 
manipulated between periods? (S. C, Sept., 1919.) 

60. To what extent should a bank pass book be taken as a voucher for 
Cash Book entries, or for the balance carried forward? (N. Y., June, 
1899.) 

61. How would you reconcile the pass book balance with the Cash 
Book Balance? (N. Y., Jan., 1897* ; N. Y., June, 1897* ; N. Y., Jan., 
1906* ; N. Y., June, 1908 ; N. Y., June, 1909* ; N. Y., June, 1910* ; Va., 
Nov., 1910*; N. Y., Jan., 1911*; N. C, June, 1916*; Ohio, Oct., 1919.*) 

62. Given the following reconciliation of cash at the close of an audit, 
state categorically how it may be verified: 



June 30, cash on hand as per cash book 

Balance as per bank pass book at close of business. . 
Add check of J. B. Jones, not deposited 

Deduct checks drawn, not presented 

Caah in drawer 



$16,549.72 
1,450.00 

117,999.72 
10,154.29 

$7,845.43 
703.74 



$8,549.17 



$8,549.17 



(N. Y., Jan., 1901.) 
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63. Draw a bank reconcilement account, dealing witii checks outstand- 
ing, not cleared. (N. Y., June, 1902 ; Mich., June, 1910* ; 111., Dec., 1918.* ) 

64. Is it necessary to check the funds deposited in the bank with the 
Cash Book? What is to be gained by so doing? What will this pro- 
cedure disclose? (N. Y., Jan., 1914; N.D., Aug., 1917; Ohio, Oct., 1919.*) 

65. What is the conclusive figure in the reconcilement of a bank ac- 
count? Illustrate your method of reconciling a bank account. (Iowa, 
Dec., 1918.) 

66. Show how the bank transactions of a partnership or company under 
audit may be utilized in verifying the Cash Book. (N. Y., June, 1899; 
N. Y., Jan., 1900.*) 

67. Should bank pass books be considered as final proof in verifying 
balances shown in books you are auditing? State your opinion and give 
reasons. (Mich., Dec., 1906.) 

68. In preparing a certified Balance Sheet, would you consider a bank 
pass book satisfactory evidence of cash in bank? Give reasons. (N. Y., 
Jan., 1919.) 

69. Considering all the following items as cash in drawer, the cash 
count on January 5, 1917, agrees with the Cash Book balance. What com- 
ment would you make in your report relative to each item? 

(a) A check signed by John Jones payable to the cashier dated June 
1, 1916. 

(6) A slip with the following notation: "John Smith, janitor, January 
wages advanced $22.'' (Signed), John Smith. The janitor's salary is 
$40 per m(nith. 

(c) A check payable to cash signed by the cashier, $10. 

(d) A receipted express bill of $5.87. 

(e) A slip of paper with the notation "Postage stamps — $25." 

(/) A certificate of deposit made out in favor of the cashier for $400. 

(g) A bill against a customer for $19.80 on which there appears the 
notation "will pay on the 31st." You find that the customer has been 
j»iven credit for the payment of this invoice on the ledger. 

(h) A slip of paper with the following notation — "I. 0. U. $10. 
John Doe." 

(Wis., April, 1917.) 

70. Is it necessary to check the funds deposited in bank with the Cash 
Book? What is to be gained by so doing? What will this procedure dis- 
close? (q|io, Nov., 1915.) 

71. State two methods of reconciling bank accounts in a case where 
all receipts are deposited and all disbursements are made by checks. 
(N. C, Nov., 1918*; N. C, June, 1919*; N. C, Sept., 1919.) 

72. Prepare a bank reconciliation showing at least three different 
classes of items constituting the difference between the figures being 
reconciled, and state how far you would investigate such items in a cash 
audit. (A. I. of A„ Nov., 1917.) 
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73. In auditing the cash of a certain company as at January 1, 1918, 
you find that the cash drawer balance^ which is reported as $200, consists 
of the following items: 

(a) Currency and coin $122.50 

(6) Postage stamps (Received from customers in pay- 
ment oi small balances and cashed from drawer) 17.50 

(c) A slip inscribed, "I.O.U., $20.00, J. B. S." 20.00 

(d) Check payable to ''Cash," signed by the cashier and 

dated August 2, 1917 28.00 

(e) A slip inscribe, "Butter and Eggs for Mr. Steele" 

(the General Manager) 3.00 

(f) A receipted express bill for charges on a motor re- 

ceived from the Electric Company. You are 
informed that this motor should have been sent 
prepaid 9.00 

Total $ 200.00 

In preparing your Balance Sheet, what amount would you enter as 
cash on hand and what disposition would you make of the items not 
included therein? 

(Ohio, Nov., 1918.) 

74. State briefly how you would verify the following apparent recon- 
cilement of cash at the close of an audit : 



Cash on hand as per Cash Book 

Balance as per bank pass book 

Add check of A. B. not deposited 

Deduct checks drawn but not paid by bank 

Cash in drawer 



$5,610 
400 

$6,010 
2,500 

$3,510 
300 



$3,810 



$3,810 



(N. Y., Feb., 1909.) 

75. If the cash in bank as shown- by the Cash Book or Ledger is 
reconciled with the amount shown by the pass book or certificate obtained 
from the bank, is it necessary to check the pass book with the deposits as 
shown by the Cash Book? Give reasons for your answer, stating the 
nature of a possible irregularity that mi<>ht be disclosed by such detail 
eheckuig. (N. Y., June, 1897*; Wash., May, 1903*; 111., May, 1908*; 
N. Y., Feb., 1909; Va., Nov., 1910*; Wash., Nov., 1913; Ind., Juiie, 1916*; 
111., Dec, 1916*; N. C, Nov., 1919.*) 

76. In conducting a detailed audit, would you consider it necessaiy 
to check the bank withdrawals with the canceled checks of all items before 
payments are entered in a voucher record, and these items all found sup- 
ported with invoices and other papers? Under what conditions and why 
would you check all receipts with the bank deposit? What procedure 
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would you adopt to verify the bank and cash balances at Dec. 31, 1914, if 
you commenced your examination on January 15, 1915? (Kan., Dec., 
1915; Mo., Dec., 1915.) 

77. In the verification of cash on deposit, made in the course of a 
periodical audit, is it necessary to examine the returned canceled checks 
which were outstanding at the beginning of the period? Give reasons. 
(N. Y., Jan., 1920.) 

78. Give some reasons why the professional auditor should, under 
present-day conditions, give even more attention than in the past to bank 
balances in foreign countries. (A. I. of A., May, 1920.) 

Cash Receipts 

79. Define: Cash Receipts. (N. Y., Jan., 1904; Cal., Nov., 1916.) 

80. Name and define the two classes of receipts. (R. I., Dec., 1907.) 

81. State how you would verify the Cash Receipts. (N. Y., Jan.. 
1902* ; Pa., May, 1906* ; 111., May, 1906* ; 111., May, 1907* ; Fla., April, 

Fla., July, 1909*; Va., Nov., 1910; La., May, 1913*; Mass., June, 
Pa., Nov., 1916* ; Pa., Nov., 1917* ; Md., Dec., 1917* ; Mich., June, 
Md., Oct., 1919.*) 

82. How would you discover and subsequently prevent defalcations, 
when a cashier absorbs the remittances of other customers? (CaJ., June, 
1917.) 

83. How would you audit the receipts of a treasurer, they being de- 
posited in the several depositories of the company? If not all deposited, 
what would you do to verify? (Pa., May, 1900.) 

84. How would you discover and subsequently prevent defalcations, in 
the everit of a treasurer utilizing large sums of a corporation's money and 
replacing same from borrowings from another corporation, of which you 
have no knowledge before the period of the annual audit? (Cal., May, 
1916.) 

85. If you should contract for an audit which provided for an examina- 
tion of all vouchers, what would you accept as proper vouchers for Cash 
Receipts? (Ohio, March, 1910*; Va., Nov., 1918; Ohio, Oct., 1919.) 

86. What advantages are there, if any, in banking each day the exact 
receipts of the previous day? (Fla., April, 1907*; Fla., April, 1908.) 

87. What plan would you suggest to minimize the risk of fraud in the 
Cash Receipts? (Mass., Oct., 1915.) 

88. What condition of office organization, above all others, leads to 
fraud and defalcation by bookkeepers and cashiers? Support your 
opinion. (N. Y., June, 1912.) 

89. The accounting department of a jobbing house, consisting of five 
men, keeps the books, does the billing, makes city collections, handles the 
general and petty cash, and pays the invoices of the company. On what 
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general lines would you distribute the work of the department to secure the 
best internal check? (W. Va., May, 1919.) 

90. The credit manager of the Williams and Smith Wholesale Grocery 
Company has complete control of the collections and records of the sales. 
The credit manager is fully occupied in passing on credits and in making 
eollections. One of his assistants has charge of the incoming cash and 
checks and keeps two of the three Customers' Ledgers, for each of which 
there is a controlling account, separate. The second assistant keeps the 
other Customerf^Ledger and has charge of the billing and the sales records. 
What steps would you take to satisfy yourself that all cash received had 
been properly accounted for, and, in your opinion, what changes should 
be made so that the receipts will be properly protected? (111., May, 
1915.) 

ni. If the cash in hand of a firm or company under audit consists in 
part of checks received from customers, but not deposited in bank, how 
may the auditor assure himself that such checks are properly included? 
(N. Y., June, 1899.) 

92. Mention the methods of manipulating accounts which are most 
commonly resorted to for the purpose of concealing fraud and embezzle- 
ment. (N. Y., June, 1904*; Mich., July, 1906*; Wash., March, 1909»; 
Mass., June, 1910*; Mich., June, 1910*; Mich., June, 1913*; Del., June, 
1915*; Kan., Dec., 1915*; Mo., Dec., 1915*; A. I. of A., May, 1918*; 
Wis., May, 1919*; W. Va., May, 1919*; N. C, Nov., 1919.) 

93. Outline the procedure to be adopted in arriving at the amount of 
a defalcation chargeable to an absconding cashier. (Wash., March, 1909*; 
Mo., Dec, 1914.) 

94. The bookkeeper and cashier of a concern whose customers make 
all their remittances by check, fails to record certain bills on the Sales 
Books, and misappropriates the amounts. The remittance checks for these 
bills were regularly deposited in the bank and tne checks drawn for petty 
cash include additional amounts for such checks. State and explain two 
parts of an audit that might lead to the detection of the misappropriation. 
(N. Y., Feb., 1909.) 

95. While auditing the accounts of a jobbing firm, the cashier and 
bookkeeper disappears. The client believes he has been guilty of embez- 
zlement and asks the auditor to report as quickly as possible to him, what 
sum, if any, has been taken. The auditor tests postings of cash from 
customers without finding irregularity, and also finds that receipts have 
been taken and are on file for all moneys actually paid. Where would 
you look, under such circumstances, for the method pursued by the prob- 
able embezzler in covering a shortage? (111., May, 1905.) 

96. Describe briefly a good system for checking cash receipts in a 
large retail business, assuming that the business consists entirely of ready 
sales, and that no credit is given. (111., May, 1904.) 

97. In what manner does the Cash account differ from other real ac- 
counts ? (N. J., 1904-1 909. ) 
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98. (a) Of what use can the various items of "checks" listed on deposit 
tickets be in an audit? (6) Under what circumstances will the same prove 
to be of no value? (Colo,, Dec, 1913.) 

99. What method would you sus'.iiest to prevent the hiding of a short- 
age by the holding out of the receipts of one day and replacing them willi 
the receipts of the day following? (N. C, Aug., 1917; N. C, June, 
1920.*) 

RECfEIPTS AND DISBURSEMENTS * 

100. Define: Receipts and Disbursements. (N. D., Aug., 1917.) 

101. Define: Statement of Receipts and Disbursements. (N. Y., Dec, 
1896*; Ohio, Dec, 1908; Wash., June, 1912; Wis., April, 1914; Del., 
June, 1915*; Wis., May, 1916*; Kan., Mav, 1916*; Mich., Dec, 1916; 
111., May, 1917; W. Va., May, 1917*; N. C., Aug., 1917*; N. C, Nov., 
1918.) 

102. State the difference between a statement of Receipts and Dis- 
bursements and a statement of Revenue and Expenditure. (N. Y., Dec, 
1896*; N. Y., Jan., 1897*; Pa., Nov., 1899*; N. Y., June, 1901; Pa., Nov., 
1901; Md., Oct., 1903; Cal., June, 1904*; 111.. Nov., 1904*; N. Y., June, 
1906; Mich., Nov., 1907; Md., Jan., 1909*; N. Y., June, 1909; 111., Nov., 
1909; Ohio, March, 1910; Mich., June, 1910; Wash., May, 1911; Mich., 
June, 1913; Mo., Dec, 1913*; Wis., April, 1914*; Del., June, 1915*; 
Ohio, Nov., 1916 ; Mich., Dec, 1916* ; W. Va., May, 1917* ; A. I. of A., 
Nov., 1918*; 111., Dec, 1918.*) 

103. What, if any, is the difference between the income and receipts 
of a business? (Va., Oct., 1911.) 

104. What, if any, is the difference between expenses and disburse- 
ments? (Va., Oct., ion.) 

105. John Brown had been in business for a number of yeara. The 
only account book he kept was a Cash Book. He drew a regular salary and 
additional amounts as his bank account permitted, always, however, leav- 
ing sufficient cash in bank to meet ordinary current expenses of the busi- 
ness. State generally in what respect he is likely to deceive himself. 
Assuming that John Brown is honest, and is engaged in a business of a 
nature that is generally considered to be profitable, can you give reasons 
why it would be taking an abnormal risk to extend credit to him? (111., 
May, 1916.) 

106. The year's cash receipts of a corporation were $250,625,16; dis- 
bursements $110,328.28. Are the directors warranted in declaring a divi- 
dend on the presentation of these facts alone? Give reason for your an- 
swer. (N. Y., Jan., 1904; N. Y., June, 1906*; Va., Nov., 1918.*) 

107. Under what condition would the receipts and revenues and the 
disbursements and expenses be alike? (N. Y., Jan., 1897; N. Y., June, 
1909.) 

108. State how you would change a statement of Revenues and Ex- 
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penses into a statement of Receipts and Disbursements. (N. C, June, 
1919; N. C, Sept., 1919.) s^ 

109. What ai'e the fuuctioual i*elations of the following statements: 
(a) Statement of Receipts and Disbursements; (b) statement of the Cost 
of Making the Product; (c) statement of the Profit and Loss account; 
(d) Balance Sheet? (N. C, June, 1916.) 

110. For what classes of institutions are statements of Receipts and 
Disbursements commonly used in annual reports? (111., Dec., 1918.) 

111. Outline a procedure of auditing cash handlings. (N. C, June, 
1920.) 

Cash Payments 

112. Define: Disbursements. (N. Y., Jan., 1904.) 

113. State how you would verify the cash payments. (N. Y., Dec., 
1896*; Va., Nov., 1910; La., May, 1913»; Pa., Nov., 1917; Ind., Nov., 
1917.*) 

114. In the verification of a bank account, would you ever check the 
list of paid checks returned by the bank, and if so, what might you dis- 
cover? (Mass., June, 1913.) 

115. If you should contract for an audit which provided for an exami- 
nation of all vouchers, what would you accept as proper vouchers for 
Cash Payments? (Ohio, March, 1910*; Va., Nov., 1918; Ohio, Oct., 
1910.*) 

116. State what points you would observe in the auditing of vouchee 
covering disbursements. (Colo., Dec, 1913; N. D., Aug., 1917.) 

117. In auditing cash payments, how would you prevent the reproduc- 
tion and passing of vouchers a second time? (Va., Nov., 1910; N. Y., 
June, 1915.) 

118. Outline a method by which the disbursing of&cer in a large con- 
cern may be sure that bills which he pays are 0. K. (Pa., Nov., 1912* ; 
Mich., Dec., 1913.) 

119. Would you regard checks drawn payable to order and cashed by 
the bank as sufficient vouchers for the payments of a mercantile concern? 
Give a reason for your answer. (N. Y., June, 1906 ; N. C, Aug., 1917* ; 
A. I. of A., Nov., 1917.*) 

120. What differences in procedure would there be in a test audit of 
the disbursements of a company which carried an Accounts Payable from 
the audit of the disbursements of a company which used the voucher 
register? In which case would you feel better satisfied with the adequacy 
of your work? (Ill, May, 1917.) 

121. In auditing the accounts of a cashier, you find that a duplicate 
payment has be^i made by check which has been paid by the bank but 
was not received by the creditor. The check is missing. Would you feel 
warranted in charging the cashier with a crime? Give reasons. (N. Y., 
June, 1915.) 



20 C. P. A. ACCOUNTING 

122« What on the books of a company would be the proper method 
of treating cash payments as follows; Where the trade terms are a toed 
date for payment? (Ohio, March, 1910.) 

123. Explain a system of accounts which will enable a thorough check 
to be made of all currency disbursements. (111., May, 1904.) 

124. What is the auditor's responsibility in the matter of vouchers for 
payment? What is his responsibility where there are not any regular 
vouchers? (111., Nov., 1903; Wash., May, 1910.) 

125. What are the details to be considered in auditing vouchers for 
money disbursed? What is to be' anticipated and guarded against? 
(N. Y., June, 1915.) 

126. Under what circumstances should paid checks be treated as vouch- 
ers? (N. Y., Dec., 1898; Pa., Nov., 1899; Cal., June, 1904.*) 

127. Are checks proper and sufficient vouchers for purchases? Give 
reasons. (N. Y., Dec, 1898; N. Y., June, 1904.*) 

128. Is an ordinary bank check drawn by the concern whose books 
you are auditing to the order of the Receiver of Taxes and properly en- 
dorsed by him a sufficient voucher for the payment of the taxes of this 
concern? Give reasons. (N. Y., June, 1909.) 

129. You are called upon to audit the disbursements of a treasurer's 
account of a manufacturing company. The voucher system is in use. 
Five thousand vouchers are involved, these being paid by bank check which 
is attached to its voucher, or one of several it may have paid. You are 
expected to examine all the vouchers, although a number of them may have 
been journalized. 

State your method of procedure, also how you know you have seen every 
voucher issued in the period under review. While this is going on, and 
may occupy some weeks in its discharge, office boys, clerks, manager, su- 
perintendents have access to the vouchers and are allowed to take out and 
return for reference purposes of their own at will. 

(Pa., May, 1900.) 

130. State how you would satisfy yourself of the correctness or regu- 
larity of a disbursement with only a canceled bank check as support. 
(N. C, Nov., 1918.) 

131. State how you would satisfy yourself of the correctness or regu- 
larity of the outstanding bank checks or vouchers. (Wash., June, 1915; 
N. C, Nov., 1918.) 

132. A company issues annually over 10,000 checks on three separate 
banks, recording each one on the check stub and then transcribing each 
check in detail on the General Cash Book. Suggest a change in method 
that would facilitate the work and point out advantages gained. (N. Y., 
Feb., 1908; Wash., June, 1912; N. Y., June, 1914.) 

133. Do you consider it necessary, in auditing, to examine all paid bank 
checks? Give reasons. (Wash., March, 1909.) 
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134. How would you classify the pay checks issued but not presented 
at bank in the Balance Sheet or Profit and Loss ac<'o\int? (Kan., Deo., 
1915; Mo., Dec., 1915.) 

135. In eases where cash receipts and disbursements are journalized 
monthly, would you, as auditor, deem it necessary to verify the mechanical 
accuracy of the Cash Book? (N. Y., June, 1918.) 

136. What are the essential details to be looked into by an auditor in 
the verification of vouchers submitted in support of disbursements made? 
What is to be anticipated and what gfuarded by the auditor? (N. Y., Jan., 
1920.) 

137. In a large manufacturing: and trading: corporation adequately or- 
iranized, describe fully the methods and procedure on which the disbursing 
officer bases his assurance that invoices about to be paid are correct in 
every respect. (Pa., Nov., 1912.) 

Petty Cash Fund 

138. Explain briefly the functions of a "working fund." (N. Y., Aug., 
1917.) 

139. Define: Petty Cash fund. (Wash., Nov., 1913.) 

140. Define: Imprest cash system. (111., May, 1913*; Mich., June, 
1913*; Colo., Dec., 1913; Del., June, 1915; Ind., June, 1916*; N. D., 
Aug., 1917*; N. Y., June, 1919.) 

141. Describe an approved system of recording and vouching petty 
cash transactions. (N. Y., Jan., 1900; N. Y., Feb., 1910*; Cal., Nov., 
1016*; Iowa, Dec., 1918.*) 

142. What would you suggest as to the Petty Cash Book in order that 
it may be properly vouched? Explain fully. (Pa., Nov., 1900.) 

143. Rule and title five columns of a Petty Cash Book in addition to 
the descriptive column, and make an illustrative entry for and in each 
distribution column. (N. Y., Jan., 1901*; N. Y., June, 1909.) 

144. Write out explicit instructions to your client as to the method of 
establishing and maintaining a Petty Cash Fund. (111., Dec, 1916.) 

145. State fully how disbursements entered in a Petty Cash Book 
should be carried to the controlling account of expenses in the General 
Ledger and to the detail accounts in the Expense Ledger. (N. Y., Jime, 
1909.) 

146. Explain the uses and relations of the Petty Cash Book to the 
jmncipal Cash Book. (N. Y., Jan., 1901.) 

147. State whether you would consider it good practice to make petty 
disbursements dir^t from cash receipts and give reasons for your con- 
clusion. If you do not favor the practice suggest a better one. (Ohio, 
Nov., 1913*; Ohio, Nov., 1916.) 

148. A company has a main office and factories which have cash bal- 
ances handled by the imprest system. The checks reimbursing the funds 
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are entered and the distribution of the expenses is made directly through 
the Cash Book. The permanent fund of one factory Ls $4,000, and the 
expenses of one period, $2,310.36. It is desired to reduce the permanent 
fund to $3,000. Show exactly how and in what books the necessary en- 
tries should be made. (Mass., Oct., 1916.) 

149. Give suggestions regarding a Petty Cash account. How should 
it be kept and audited f (N. Y., Jan., 1904.) 

150. You are informed that during the period covered by a Balance 
Sheet audit, which you have made, a defalcation was going on in the 
Petty Cash which was not discovered by you. You are asked to write a 
letter of explanation to the board of directors. Explain what yo\i would 
do, and draft such a letter. (A. I, of A., May, 1919.) 

151. Describe in detail the handling of Imprest Cash. (Mich., Dec, 
1916.) 

Cash Books 

152. What are the functions of the Cash Book? Describe the peculiari- 
ties of one or more cash books with which you are familiar. (N. Y., elan., 
1897.) 

153. Describe the system of running a discount column in the Cash 
Book and show how the entries are made both in the General Ledger and 
in the Subsidiary Ledger. (R. I., Dec., 1907.) 

154. Describe the most complicated form of Cash Book with which you 
are acquainted, showing its functions, the sources from which its materials 
are derived, and where its results are carried. (N. Y., June, 1898.) 

155. Describe and state some of the advantages and disadvantages of 
the Cash Journal. (A. I. of A., May, 1918; Iowa, Dec, 1918.*) 

156. Draw up a form of "Check Register" to be used in conjunction 
with a complete Voucher System, it being intended that the Check Register 
shall take the place of the disbursement side of the Cash Book and shall 
also record the dei)osits and withdraw^als in three differeiit bank account^, 
Discount on Goods Purchased to be handled through the Voucher Journal. 
(111., May, 1907.) 

157. Why is the item of cash received entered on the left hand page 
(or column) of a Cash Book and posted to the credit of the payer? 
(Iowa, Dec, 1918.) 

158. Describe various forms of cash books used in any three different 
kinds of business with which you may be familiar, indicating in what re- 
spect the basic principles of their use may be the same or similar, and 
whether or not you think it may be possible to adopt a standard method 
of recording cash receipts and disbursements in the case of all corpora- 
tions ha\dng a fairly large volume of business. Give reasons for your 
answer. (Wash., July, 1917.) 

150. AVhat are the advantages of a columnar Cash Book? (N. Y., Oct., 
1907; R. L, Dec, 1907; Iowa, Dec, 1918.) 
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160. Do you see any objection to the practice of passing Journal en- 
tries throngh the Cash Book? Explain folly. (Ohio, Nov., 1915.) 

161. Draw up a form of Cash Book for a corporation where a com- 
plete Voucher System is in operation and where the following conditions 
exist : Two Countiy and two City ledgei's are kept, also an Operatinjr 
r^ger and a Private Ledger. It is a practice of a majority of the cus- 
tomers to take advantage of the discounts given for cash in thirty days. 
It is also the custom of the coi^poration to deduct the discount they intend 
to take advantage of on goods purchased by them, by means of a column 
in their Voucher Journal. Their business is such that 20 per cent of 
their sales is made for cash and 10 per cent on C. 0. D.'s. The chief 
expenditures of the corporation are for woolen fabrics, notions, fuel, 
light, and labor. (111., May, 1904.) 

162. Is there any advantage in havuig a Cash account in the General 
Ledger, when the Cash Book is carefully w^ritten up and balance<l? Give 
reasons. (N. Y., June, 1919.) 

163. A merchandising firm requests you to instruct in the use of a six- 
column Cash Book which it has thus far used incorrectly. Assuming that 
the firm both gives and takes discounts and uses one bank, prepare headings 
and illustrate their use. State advantages of the form you recommend. 
(HL, Dec., 1916.) 

164. Draft a form of Cash Book to be used where all receipts are de- 
posited in a bank and all payments are made by check. Illustrate the use 
of this book by three or more entries. (N. Y., June, 1901.) 

165. Describe a cash accounting system that, in connection with dis- 
bursements through the medium of a voucher check, would keep the Cash 
account balance in agreement with the bank balance. Give description 
or submit forms for the records that might be needed to prevent over- 
drafts against the bank account. (Md., Jan., 1909.) 

166. Rule a Cash Book to provide for controlling accounts of debtors 
and creditors, also for discounts in settlement of both receivable and pay- 
able accounts. (N. Y,, Jan., 1897; N. Y., Jan., 1907; La., May, 1913.*) 

167. A manufacturing concern desires you to install a Petty Cash 
Book, a General Cash Book, and a Private Cash Book. Explain the use 
of each cash book and give sample rulings therefor. (N, Y., June, 1914.) 
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PROBLEMS 

CASH 

1. Fraud is suspected on the part of the new cashier of the "A'' Com- 
pany and you are asked to check the transactions recorded by him as 
shown in the Cash Book for the month of September, 1919. The Cash 
Book appears as follows: 

Receipts 

Sept. 1, Collections from Customers $2,707.51 

2 2.101.01 

4, 2;i57.43 

6, 1,846.78 

8, 2,250.64 

11, 2,213.18 

15, 3,667.20 

18 2,038.48 

25 2,590.62 

30, 2,252.63 

$23,487.09 



• Diftbiirsements 

Sept. 1, Bank Overdraft $15.25 

3, Checks Issued 4,635.72 

8, 4,945.38 

15, 3,780.71 

22, 502.00 

29, 4,583.21 

30, Balance per Cash Bbok 5,024.82 

$23,487 09 



You are to assume that the overdraft on September 1 is correct. The 
bank statement of October 1 shows that the deposits for the month of 
September amounted to $23,410.48 and the cancelled checks for the month 
amounted to $14,240.22. Cash not deposited amounts to $15 and checks 
outstanding on September 30 total $4,636.48. 

(Wis., Nov., 1919.) 

2. From the following data and such items as it may be necessary to 
supply (a) reconcile the checks issued and the cancelled checks with the 
checks outstanding January 1 and March 31. 

(b) State the total of checks not entered on the Cash Book. 
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Cash Boox 

Balance, January 1, 1919 $6,820.17 

Reodpta, Januaiy 1, March 31, 1919 18,467.29 

Payments, January 1, March 31, 1919 18,171.34 

OHPf ic Booic 

Balance, January 1, 1919 $4,237.29- 

Deposits, January 1— March 31, 1919 20,386.18 

Checks Issued, January 1— March 31, 1919 17,545.45 

Bank Statement 

Balance, January 1, 1919 $9,481.97 

Deposits, January 1— March 31, 1919 19,437.62 

Canceled Vouchers, January 1— March 31, 1919 20,763.86 

(Wis., May, 1919.) 

3. The Cash Book of the Chicago Grocery Co. on December 31, 1917, 
shows a ^balance of $10,280.72 on deposit with the National City Bank of 
New York. The bank statement received by the firm as of the same date 
shows a credit balance of $9,707.15. 

The firm finds that the following checks had not cleared: 

Check 1264 $4.00 

1329 52.80 

1499 1,080.70 

1510 108.07 

1511 2,500.00 

1512 3,281.70 

1513 3,370.91 

1514 100.80 

1515 discount on note 150.17 

The bank had charged the following items to the depositor: 

Tdegrjun $1.80 

Collection charges (5 items) 1 .17 

Check of Central Wholesale Grocery Co 80.79 

The bank had credited interest on daily balance for 

December 8.18 

The Company had mailed a note payable to the National City Bank of 
New York to the bank dated December 30, 90 days, which it had taken 
credit for in the sum of $10,000. 

Prepare a reconciliation of bank balances. 

(111., Dec., 1916.) 

4. Alfred Avery, while solvent, was unable to continue without ad- 
ditional credit; his condition was as follows: 



Assets 

Plant $25,198 

Cash 212 

Material Raw and in Process 40,400 

Finished Goods 6,070 

Accounts Receivable 3,250 

$75,130 



Liabilities 

Creditors $20,230 

Capital 50,000 

Surplus 4,900 



$75,i;iO 
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His creditors decided to loan him $5,000 in cash; and to allow him ad- 
ditional credit for necessary materials. 

His subsequent operations were as follows: 

Purchases on book account charged to materials, $5,100; to expense, 
$12,000; sales on book account, $57,802; losses on bad debts, $300; loans 
from creditors, $5,000; receivables collected, $58,100; cash payments for 
labor, $12,500; for expense, $4,350; for plant, $600; paid creditors, 
$42,030; personal drawings, $3,000. 

There remained raw material, $4,000; finished goods, $22,388. 

Prepare Cash account, working account, and Balance Sheet at close of 
operation. 

(Note: Make working sheet in lieu of working account.) 

(Mass., April, 1911.) 

5. The following balances are found on the books of a trading, concern 
at the end of its first fiscal year: 

Inventory Merchandise $4,312.09 

Salaries 4,622.89 

Capital Stock 10,000.00 

Real Estate, Buildings and Fixtures 17,500.00 

Sales 8,469.10 

Notes Payable (Merchandise Creditors) 5,000.00 

Mortgage Bonds Issued 15,000.00 

Customers Accounts 5,423.23 

Accounts Payable (Merchandise Creditors) 2,436.28 

Notes Payable, Bank 5,000.00 

Total merchandise purchases as per invoices on file, less inventory, show 
the cost of merchandise sold to be 97 per cent of sales. The cash at bank 
and in hand amounted to $1,302.14. 

Fi-om the foregoing construct Cash account and submit a brief report on 
same. 

(Wis., April, 1914.) 

6. You are called upon to effect a reconciliation of the current account 
between the Evergreen State Bank and one of its correspondent depository 
banks, the Cheyenne Reserve National Bank of Chicago, from the follow- 
ing pai-ticulars which you have obtained. 

We will assume that the current accounts were in balance at June 30, 
1914, subject to an interest credit of $17.34 made by the Chicago bank on 
June 30, 1914, not charged by the Ballard bank until July, and to the fol- 
lowing drafts drawn by the Ballard bank which had not been paid by the 
Chicago bank prior to June 30, 1914, viz. : Draft No. 16,142, $9.50 ; Draft 
No. 16,147, $29.78; Draft No. 17,414, $192.46; Draft No. 17,924, $1,196.42; 
Draft No. 17,925, $17.64; Draft. No. 17,926, $914.07; Draft No. 17,927, 
$14.14; Draft No. 17,928, $113.13; the respective balances at June 30, 1914, 
being as follows : Cheyenne Reserve National on books of Evergreen State, 
debit balance of $35,911.11, and Evergreen State on books of Cheyenne 
Reserve National, credit balance of $38,415.59. 

The transactions for the month of July, as per the books of the Ever- 
green State Bank, were as follows: 



CASH 
Cheyenne Reserve National Bank 
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Detnts 



July 5, Remittance $17,928.42 

" 7, Interest June 30. 17,34 

" 10, Remittance 824.17 

"12, " 246.00 

" 17, Collection fee . . . .95 
" 18, Draft No. 17,933 

paid 98.42 

" 23, Collection fee . . . .75 

" 29, Telecram 1.05 

" 29, Renuttance 2,000.00 



CrediU 



My 


r 6, Draft No. 17,929 $16,004.10 


tt 


6, " " 17,930 


42.17 


tt 


10, " " 17.931 


16.41 


tt 


11, " " 17,932 


104.04 


tt 


15, " " 17^33 
17, Collection July 


98.42 


tt 






12 


794.79 


tt 


23, Collection July 


■ 




18 


417.34 


tt 


25, Draft No. 17,934 


111.92 


tl 


27,- " " 17,935 


89.62 


tt 


28, " " 17,936 


34.17 


It 


29, " " 17,937 


17.34 


tt 


30, " " 17,938 


77.92 


tt 


31, " " 17,939 


1,934.16 



The transactions for the month, as per statement received from the 
Cheyenne Reserve National Bank^ are as follows : 



Evergreen State Bank 



Debits 



July 


1, 




1, 




5, 




5, 




8, 




10, 




11, 




12, 




15, 




18, 




28, 




29, 




30, 




31, 




31, 



Draft No. 17,414 $192.46 

" " 17,924 1,196.42 

" " 17,928 113.13 

" " 17,926 914.07 

" " 17,927 14.14 

" " 17,929 16,004.10 

" " 17,930 42.17 

Collection 794.79 

Draft No. 17,925 17.64 

Collection 417.34 

Draft No. 16,147 29.78 

Colloction 1,934.62 

827.46 

Draft No. 17,935 89.62 

Balance 34,850.81 



$57,438.55 



Credits 



July 1, Balance 


. $38,415.59 


" 8, Remittance . . . 


. 17,928.42 


" 14, 


824.1 7 


" 16, 


245.00 


" 21, Collection fee . 


, .75 


tt 26, " " . 


.95 


" 28, Interest 


23.07 



$57,438 55 



(Wash., Sept., 1914.) 

7. Prepare a statement showing the amount of the Ledg^er assets as 
of Januaiy 1, 1910; add to this statement the increase of the capital stock 
and the income for the period; deduct from the statement the disburse- 
ments of the period, concluding with a balance sheet showing total ass^t$ 
as of June 30, 1910, 
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The Turnwbll Trading Co. 



■I i i 



Land and Buildings 

Horse, Wagons, Harness 

Investment, Bonds 

Inventory, Merchandise 

Stable Supplies 

Cash ^ 

Accounts Receivable 

Interest on Investment 

Increase in Inventory, Mdse.. . 

Capital Stock 

Interest on Bank Balances .... 
Sales 



Trial 

Balance 

January 1, 

1910 



$30,000 
5,000 
10,000 
11,000 
150 
17,500 
14,800 



$88,450 



Cash Receipts 

From 

January 1 

to June 30, 

1910 



$36,000 
400 

5,000 
80 



$41,480 



Credited 

to Profit 

and Loss 

June 30, 1910 



$490 
500 

80 
38,500 

$39,570 



Mortgage Payable 

Accounts Payable 

Interest on Mortgage 

Salaries of Salesmen 

Surplus 

Capital Stock 

Purchases 

Freight 

Stable Supplies 

Advertising 

Administrative Expenses 
Horse, Wagon, Harness. . 



Trial Balance 

January 1, 

1910 



$12,000 
9,000 



17,450 
50,000 



$88,450 



Cash 
Disbursements 

From 

January 1 to 

June 30, 1910 



22,500 

150 

1,500 



425 

200 

50 

6,500 

300 

$35,125 



Charged to 
Profit and Loss 
June 30, 1910 



$210 
1,575 



20,000 

425 

235 

50 

6,500 



$28,995 



(N. Y., June, 1912.) 

8. You are called upon to make up a statement of the condition of a 
business which has been running for a few years at a loss^ but to which 
has been added a new feature, upon the x>ossibilities of which and his 
own financial responsibility outside of the business, the proprietor has 
succeeded in negotiating a loan. The books have not been well kept, but 
th^ following particulars cap be obtained from them; 



CASH 29 

Merchandise purchased during the year 1907 $50,000 

Total sales for year 40,000 

Borrowed from John Smith 30,000 

Fixtures purchased during the year 5,000 

Expenses for year 20,000 

Proprietor's drawings during the year 3,000 

Cash on hand December 31. 1907 1,300 

Accounts Receivable December 31, 1907 5,000 

Accounts Payable December 31, 1907 15,000 

Merchandise Inventory new Dept. Dec. 31, 1907 25,000 

The books on January 1, 1907, sho.wed the following balances : 

Cash on Hand $300 

Accounts Receivable 2,000 

Fixtures 2,000 

Accounts Payable 3,000 

Capital 5,000 

Advances to Employees 2,000 

On January 1, 1907, the bookkeeper had made np the following state* 
ment intended for a balance sheet at that date, viz.: 



Cash $300 

Accounts Receivable 4,000 

Fixtures 2,000 

Deficient 2,700 

$9,000 



Accounts Payable $;i,00() 

Loan from Mary White .... 6,000 



$9,000 



Without calculating interest or depreciation, make up a profit and loss 
account for 1907, and a Balance Sheet, as of December 31. 1907. 

(111., Nov., 1908.) 



CHAPTER II 

NOTES, MORTGAGES, AND LIENS 

Terminology — Separate accounts for bills and notes are sometimes ad- 
vocated,* because a promissory note is an unconditional promise to pay a 
specified sum of money at a certain date,' while a draft or bill of exchange 
is a written order by one party on a second party to pay a third party 
the amount of money named.' Trade acceptances are bills of exchange,* 
but the term should be limited to paper arising out of trade transactions/ 
These distinctions are not vital enough to warrant the use of two accounts 
and the title "notes" seems preferable." An objection to the term "bill" 
is that the term as used in another connection means an invoice.^ The notes 
receivable and payable accounts should include only short term commercial 
paper with trade debtors and creditors,* and notes of long duration and 
those between the firm and its officers and employees should be shown in 
special accounts.* Notes of affiliated companies must also be shown 
separately.*'* 

Relation of Notes to Open Accounts — As an asset, a note receivable is 
usually preferable to an account receivable, because (a) the note consti- 
tutes an acknowledgement that the amount of the debt is correct," (b) the 
due date of the debt is fixed," and (c) dishonoring a note hurts the debtor's 
credit more than failure to pay an open account." 

When a debtor gives his note, it is usual to credit his account, and debit 
notes receivable," but, because the information is needed for credit pur- 
poses, memorandum columns are frequently found in the customers' 
accounts to show the unpaid notes." 

Notes Receivable Discounted — ^When a note is discounted, it should be 
credited not to the notes receivable account but to the notes receivable dis- 
counted account, because the discounted note is a contingent liability.^'' 
After a reasonable time after the discounted note is due, if it has not been 
returned unpaid, a journal entry should be made debiting the notes re- 
ceivable discounted account and crediting the notes receivable account." 
The balance of the notes receivable discounted account should be deducted 
from the balance of the notes receivable account on the balance sheet." 
Notes indorsed "without recourse" should be credited to the notes receivable 
account as no contingent liabilities are incurred." Some accountants do 
not use a separate account for notes receivable discounted but merely show 
the unpaid discounted notes as a footnote to the balance sheet.*" This does 
not seem to be a good practice as footnotes are likely to be omitted when 

^For explanation of superior figures see page 307. 

30 



% 



NOTES, MORTGAGES, AND LIENS 31 

the statements are reproduced. Sometimes discounted notes receivable 
are shown on the balance sheet as current liabilities,*^ a practice whi^h 
seems to overemphasize contingent liabilities. 

Dishonored Notes — The entries for a dishonored note differ aceordinj^ 
to the facts in the case. Assume that John Jones dishonored his note for 
$100 and that the protest fees were $2.50. The entries would be : 



(a) If note was not discounted 



n 



John Jones (Accounts Receivable) $102. 50 

Notes Receivable $100.00 

Cash 2.60 
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(b) If note was credited to notes receivable account when discounted 

John Jones (Accounts Receivable) $102. 50 

Cash $102.50 

(c) If note was credited to notes receivable discounted account when 

discounted** 

John Jones (Accounts Receivable) $102. 50 

Cash $102 . 50 

Notes Receivable Discounted 100. 00 

Notes Receivable 100.00 

The debit entry to "John Jones (Accounts Receivable)" is faulty 
theoretically because the dishonoring of the note does not change the 
nature of the claim from a note claim to an open account claim.*" This 
difficulty can be met by debiting a notes receivable dishonored account 
instead of the personal account,** but the former method is preferable 
because of the very great importance of showing the dishonored notes iu 
the personal account for the purpose of future credit ratings.** 

Loss on Notes Receivable — The loss on notes receivable is usually taken 
care of when provision is made for bad debts.** This practice is sound and 
is in keeping with the practice of charging back dishonored notes to the 
personal accounts. 

Notes Out as Collateral — In making a balance sheet, the item of notes 
receivable should be divided into "notes on hand" and "notes out as 
collateral,"** othe^ise the firm would appear to have more available 
assets in the form of notes than it really has. 

Audit of Notes Receivable — The auditor must bear in mind that fictitious 
notes are often used to conceal defalcations.*^ Accordingly, the amount of 
auditing necessary depends on the system of internal check." The only 
certain way of testing the validity of the notes receivable is by communica- 
tion with the debtors, a practice frequently opposed by business men." 
If not too numerous, the notes receivable should be listed, which list should 
indicate the date, the maker's name, how obtained, the amount, the due 
date, whether original or renewal, the rate of interest, and the amount of 
accrued interest." Such a list of the notes at the beginning and end of 
the period will help the auditor trace the notes."^* If numerous, the record 
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of a few mouths at random should be selected and the transactions minutelj^ 
verified."" All old or doubtful notes should be traced through their various 
entries to their origin."* All overdue notes should be charged back to the 
personal accounts." All notes made or endorsed by employees or officers 
of the firm under audit should be satisfactorily explained." The auditor 
should see that all the notes are payable to the firm."* Discounted notes 
should be confirmed at the bank.^ Notes sent out for collection may be 
vouched by acknowledgements of the banks.^^ A statement of interest 
paid in advance or accrued should be made.^ 

Valuation of Notes Beceivable — The auditor must consider the average 
loss on bad notes in the industry of the firm under audit.^ In industries 
like the jewelry trade notes are given by firms of highest standing, while 
in the automobile industry notes are a sign of weakness.^ Where notes are 
not in good usage, each note must be valued on its own merits, but where 
it is usual to accept notes from first class debtors, the notes should be 
valued in the same manner as the accounts receivable,^ viz., the percentage 
of losses estimated on a basis of past experience,^ except that the past due 
notes should be written off faster than past due open accounts.*' Undue 
notes bearing no interest should be discounted on the balance sheet to 
their present worth, unless their amount is small.** 

Note Registers — ^Note journals may be merely memorandum books or 
regular posting media.* The note receivable journal may contain columns 
for date of issue, date of receipt, date of maturity, maker or drawer, 
drawee or acceptor, payee, indorsers, for what received, where collectible, 
notes receivable account Dr., interest on notes receivable account Cr., 
customers' accounts Cr. (sub-columns for name and amount), other ac- 
counts Cr. (sub-columns for name and amount), collected (sub-columns 
for date and amount of principal and interest), discounted (sub-columns 
for date and amount of cash and interest and discount)."* The notes pay- 
able journal may contain columns for date of issue, date of maturity, 
maker or drawer, drawee or acceptor, payee, indorsers, for what issued, 
where payable, notes payable account Cr., creditors' accounts Dr. (sub- 
columns for name and amount), interest on notes payable Dr., other ac- 
counts Dr. (sub-columns for name and amount), paid at maturity (sub- 
columns for name, principal, and remarks)." If desired, these journals 
may have colimins for each month in which the number of the day may be 
entered, thus giving a handy method of finding out the notes that mature 
each month." If the notes receivable and notes payable books are used as 
books of original entry, it is necessary to check all entries therefrom.*" 

Postdated Checks — While postdated checks are frequently treated as 
cash, they are merely bills of exchange and should be handled as notes." 

Classification of Notes Payable — ^Notes accompanied by collateral should 
be separated from those with which no collateral is given."* The nature 
of the property pledged to secure a note payable should be shown on the 
balance sheet.*" Notes payable may be further classified into (a) those 
issued for merchandise," (b) those discounted by own banks,** (c) those 
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sold through brokers,* (d) demand loans,** (e) notes of officers and em- 
ployeesy*^ (f) purchase money notes,** and (g) notes given for accom- 
modation." 

Audit of Notes Payable — Althoiiorh the pix>bleni of valuation does not 
affect the auditor, as notes payable should be shown on the balance sheet 
at face, he must pay special attention to the notes payable because accom- 
modation notes are often not recorded,** and because the officers of the 
company may make individual notes payable, indorse them with the 
company's name, secrete the proceeds, and fail to make any entries there- 
for.** A list of the outstanding notes payable should be prepared, which 
should include the date of note, ci*editor, due date, rate of interest, amount 
of note, interest accrued to date of audit, prepaid interest (if discounted) 
at date of audit, extra indorsers, renewal or original, and collateral, if 
any, given as security.*^ Note-holders should be circularized.*' Canceled 
notes should be verified by the auditor, who should see that their negoti- 
ability is fully destroyed.** The auditor should examine the interest ac- 
count for pa3nnent on unrecorded notes.** If the auditor uses proper care, 
he is not responsible for failing to discover unrecorded notes, if there is 
nothing to excite his suspicions.'* He should suggest, where notes are used 
extensively, that a note book wherein the notes and stubs ai'e numbered be 
used,'^ and that all paid and canceled notes be pasted on the stubs." 

Drafts — ^Accepted time drafts are to all intents and purposes ordinary 
promissory notes and should be recorded in the same way." Sight drafts 
are in effect checks and are treated as cash.'^ A distinction may be made 
between a bill of exchange and a draft, as the latter term inchides non- 
negotiable orders to pay money and the former does not." 

Accommodation Paper — When paper is endorsed for accommodation 
both a contingent asset and a contingent liability are created which may 
be recorded by debiting "accommodation account" and crediting "indorser's 
liability."'* Frequently no entries are made for such transactions but the 
paper must be shown either on the balance sheet as a liability whose 
amount is listed short and not extended into the significant money column," 
or placed below the balance sheet as a footnote.'* The former method 
seems preferable. 

Mortgages and Liens — A lien is a preferred right in piHjperty allowed 
by law and which arises from some service in connection with the prop- 
erty." A mortgage is a document of conditional transfer of the title of 
real or personal property as security for the payment of a debt.*® If the 
mortgage affects the title of property other than real estate, it is called a 
chattel mortgage." The mortgage receivable account is frequently used but 
the title is a misnomer, for the asset is a note or bond secured by a mort- 
gage.** When such investments are made the asset account is simply 
debited in the general ledger," but frequently the detailed data concerning 
each mortgage is kept in a mortgage register." Such a subsidiary ledger 
may be maintained for the securities and collateral received to safeguard 
loans.*' When property is purchased subject to a mortgage, the amount 
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of the mortgage should be deducted from the value of the property on the 
balance sheet, if the purchaser is not liable for a deficiency judgment in 
case the property will not pay the mortgage.** As unrecorded payments 
on mortgages do not legally lessen the lien on a recorded mortgage, they 
should be shown on the balance sheet as a deduction from the mortgage 
with a footnote that they are not recorded." 

Coupons and Tickets — When coupons or tickets are sold the cash 
account and discount on tickets account (if discounts are given) should 
be debited and the liability on tickets account credited/' When the tickets 
are redeemed, the liability on tickets account would be debited and the 
proper revenue account credited.** The balance of the liability on tickets 
account should equal the face value of the tickets outstanding.** 

Foreign Exchange — The matter of foreign exchange is important in the 
accounting of firms with foreign branches. In such cases, the home office 
should bring the fixed assets upon the books at cost value less deprecia- 
tion and the current assets at their realizable value in American money .'^ 
Revenue items should be converted at the average rate for the period,** 
remittances at the actual rates paid,*^ and the control account at the same 
rate as that which had been established on the home office books at the 
last period.** The branch should charge the "home office" account for 
shipments to the home office at their cost, irrespective of the current rate 
of exchange.** 

Accounts between correspondents in different countries are usually kept 
with two debit and two credit columns, the inner column being used for the 
foreign currency.** The balances of such accounts are computed at the 
exchange rate at time of the balance sheet, and the two sets of columns 
are balanced by a book profit or loss due to fiuctuations in exchange.*^ 
Such gains or losses due to fluctuations in exchange can be written off 
either to profit and loss or to a reserve for fluctuations in exchange 
account.** 

Arbitrage of exchange is the process of making remittances to one 
country via another country.** 
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QUESTIONS 

NOTKS, MORTGAGKS, AXI) UKNS 

Notes Receivable 

1. Define: Bills receivable. (Pa., Nov., 1900.) 

2. State briefly the proper manner of conducting the Bills Receivable 
account. (N. Y., Jan., 1902*; N. Y., Jan., 1906.) 

3. Make entries in Journal form, with proper explanations for the 
transactions involved when notes are received, discounted, paid if pro- 
tested after discount, paid by maker when due, paid by maker at 25 per 
cent discount, paid by maker with interest. (Mich., Dec., 1914.) 

4. The Brown Company accepts White's 60-day note for $2,500 with 
interest at 7 per cent after due in payment .of his account, and discounts 
same at the First National Bank. Two months later the bank, having 
found the note uncollectible, charges it to the Brown Company together 
with $2.75 Protest and Collection fees. Give all Journal entries required 
to record the transactions. (111., Dec., 1916.) 

5. State in the form of Journal entry the following transaction: In- 
stallment notes given on purchase of real estate, the fact of said notes 
including interest charges up to maturity of the notes. (111., Nov., 1903.) 

6. Give proper entries when the following transactions occur in respect 
to a note receivable : 

(1) When a note is received. (Wash., May, 1903; N. Y., June, 

1904; Wash., April, 1906; Mich., June, 1912.) 

(2) When a note is discounted. (Wash., May, 1903; N. Y., June, 

1904; Wash., April, 1906; Mich., June, 1912.) 

(3) When a note is paid. (Mich., June, 1912.) 

(4) When a note is partly paid and a new note given for the 

balance. (Mich., June, 1912.) 

(5) When a note is collected by the bank. (Mich., June, 1912.) 

(6) When a note is returned with a protest charge. (N. Y., June, 

1898; 111., 'Rov., 1903; N. Y., June, 1904*; Mich., June, 
1912.*) 

7. What points in an audit are to be observed in the verification of 
notes receivable held as securities? (Colo., Dec., 1913; N. D., Aug., 1917.) 

8. What steps would you take to audit the Notes Receivable Pur- 
chased and the Notes Receivable on Commission held by a Commercial 
Paper House, to satisfy yourself that there had been no fraud bv substi- 
tution ? ( N. Y., June,' 1 01 2. ) 
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9. In auditing the accounts of a firm, you find a number of dis- 
honored and overdue notes which form part of the balance of Bills Re- 
ceivable account. State fully what you would do with these. (Pa., May, 
1900; Md., Jan., 1909; Md., June, 1916*; N. Y., Jan., 1919*; N. Y., Jan., 
1920.*) 

10. In the course of an audit as of June 30, 1911, of a jobbin*? drj-- 
jroods concern, you find an account with a customer as follows : 



1911: 

Jan. 1, Balance $5,170 

Feb. 22, Bills Receivable. . . 2.500 

Mar. 31, Merchandise 1,400 

May 22, Bills Receivable. . . 2,000 
May 23, Bills Receivable 

and Expense 1,675 

June 30, Merchandise 950 



$12,095 



1911: 

Jan. 20, Bills Receivable, 

■♦mos $1,670 

Feb. 20, Cash 500 

Feb. 20, Bills Receivable, 

3 mos 2,000 

Apr. 20, Bills Receivable, 

4 mos 1,400 

May 20, Cash 500 

May 20, Bills Receivable, 

3 mos 1,500 

June 30, Balance 5,125 

$12,695 



June 30, Balance $5,125 

What are your deductions as regards this account? How should it be 
stated in the Balance Sheet, and assuming that the bills taken in part 
settlement of the account have been discounted, how should they appear 
in the Balance Sheet? 

(111., May, 1913.) 

11. "X," a branch, buys from "Y." "Y" draws on "X" for $2,000 
at 60 days. The draft is p,ccepted and is later discounted 40 days from 
maturity at 6 per cent per annum. In addition to the above acceptances, 
"Y" holds a total of $15,000 acceptances from other customers; $12,000 
of these are used as collateral for a loan of $10,000 at the bank. 

(a) State all the necessary entries, (b) What comment is necessary in 
connection with the certified Balance Sheet made up in the period covered 
by the above transaction? 

(Mass., Oct., 1917.) 

12. A firm is indebted to one of its creditors in the sum of $45,000. 
The creditor agrees to accept notes with good indorsements for $50,000 
in full settlement of the account, with the understanding that if any pay- 
ment is not made at maturity, the whole debt, less such sum as may have 
been paid, shall be declared to be due by the creditor. After concluding 
this arrangement the firm is succeeded by a corporation. 

The agreement covering the turnover provides that all debts of the firm 
shall be paid by the corporation. Only the indorsed notes for $50,000 
are brought into the books of the company, and nothing is said regarding 
the agreement hereinbefore referred to respecting the original debt. You 
are asked to certify to the accounts thus set up. What course would you 
pursue? ' (N. Y., June, 1904.) 
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13. State how you would verify Notes Receivable. (N. T., June, 
1902»; Pa., Nov., 1904*; N. Y., Jan., 1908*; Md., Jan., 1909*; Ohio, 
March, 3910*; Mass., June, 1912*; 111., May, 1913*; 111., May, 1916*; 
N. C, June, 1916; Mass., Oct., 1916; Mich., Dec., 1916*; Wash., July, 
1917*; N. C, Aug., 1917*; S. C, Sept., 1919; N. C, June, 1920.) 

14. How would you, as auditor, satisfy yourself as to the value of 
Bills Receivable? (N. Y., Dec., 1898*; Wash., April, 1906; N. Y., Jan., 
1907.) 

15. On what basis should Bills Receivable be valued in the preparatioxi 
of a Balance Sheet? (N. Y., Dec., 1896; Pa., May, 1900; N. Y., June, 
1908*; m., Nov., 1908; Ohio, March, 1910; Ohio, Nov., 1916.*) 

16. Describe a Bill Book and show its relation to (a) the Bills Re- 
ceivable account; (h) the Bills Payable account. (N. Y., Jan., 1897*: 
N. Y., June, 1898; N. Y., Jan., 1907.) 

17. The directors of a corporation have borrowed money from it, and 
given their notes therefor; how would you treat this item (a) in a state- 
ment for credit purposes, (&) in a statement to stockholders, and (c) in a 
statement to the State of Massachusetts? (d) Would you treat it dif- 
ferently if no notes were held by the company? (e) If so, how and 
why? (Mass., April, 1911.) 

18. What advantage has a note over an open account, if any? (N. D., 
July, 1916.) 

Notes Receivable Discounted 

19. Define: Notes receivable discounted. (N. D., July, 1916.) 

20. What is a discounted note? (Iowa, Dec., 1918.) 

21. When notes receivable are discounted at a bank, what liability, if 
any, is incurred? (Ohio, Nov., 1915.) 

22. What is the best way of handling on the books the contingent 
liability on Notes Receivable that have been discounted at the bank? 
(N. Y., Jan., 1900*; N. Y., June, 1900*; Fla., April, 1908*; Mich., June, 
1910; N. Y., June, 1911; N. D., July, 1916*; N. Y., June, 1918*; N. C, 

' June, 1920.*) 

23. How should Bills Receivable Discounted be shown on a Balance 
Sheet? (Wash., April, 1906; Fla., April, 1908; Mich., June, 1910*; 
Mass., June, 1912* ; Mo., Dec., 1913* ; 111., May, 1914* ; Ohio, Nov., 1915* ; 
Kan., Dec., 1915* ; Mo., Dec., 1915* ; A. I. of A., June, 1917 ; N. C, Aug., 
1917*; Ohio, Nov., 1917; Ind., May, 1918*; Iowa, Dec., 1918*; Wis., 
May, 1919.*) 

24. Under what circumstances, if any, may Notes Receivable Dis- 
counted be omitted entirely from the Balance Sheet? Why? (111., May, 
1915.) 

25. On which side of the Ledger should the balance on the Notes Re- 
ceivable Discounted account appear? (Mo., Dee,, 1914.) 
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26i How would you classify uotes an afliliated company endorsed, 
in the Balance Sheet or Profit and Loss account? (Kau., Dec, 1915; 
Mo., Dec., 1915.) 

27. How would you deal with Notes Receivable Discounted in May, 
1914, and paid in July, 1914, in auditing a Balance Sheet as at June 30, 
1914, to be certified by j^ou? (Mo., Dec., 1914.) 

28. Explain in some detail the procedure you would follow as an audi- 
tor in verifying the liability on Bills Receivable Discounted, appearing 
in the books and accounts of a company. (111., Nov., 1908*; N. Y., Feb., 
1909*; N. Y., June, 1909*; Mass., June^i 1912*; Wash., June, 1915; N. C, 
Aug., 1917*; Ohio, Oct., 1919.*) 

29. In the preparation of a Balance Sheet, explain the basis upon 
which you would ascertain that Notes Receivable Discounted were prop- 
erly valued. (Wis., April, 1914.) 

30. If notes have been taken from customers in settlement of their 
accounts and discounted, what accounts, if any, should appear on the 
books to cover the transaction? (La., May, 1913.) 

31. A corporation had discounted $25,000 of notes receivable that are 
not due until December 31, 1909. How should this be dealt with in pre- 
paring a Balance Sheet at November 30, 1909? One of the above notes 
for $5,000 was not paid at maturity but was protested, the protest fee 
amounting to $15. The company drew its check for the amount to take up 
the note. State the entries required to be made on the books to record 
the transaction. (Mo., Dec., 1913.) 

32. You are making the examination of a financial statement of a 
manufacturing company for credit purposes. Your letter of verification 
from the note broker disclosed the fact that notes aggregating $70,000 
have been sold by him and the proceeds not remitted to your client until 
fifteen days after the closing of his books. These notes of $70,000 repre- 
sent part of notes aggregating $100,000, which were sent to the note 
broker for discount one month prior to the date of closing"; $30,000 of 
which have not yet been sold by the note broker. No entries have been 
made upon the books of your client for these transactions. The client 
claims that he has the right to offset the liability for the discounted notes 
with the proceeds in the hands of his note broker, as these proceeds had 
not been remitted to him until after the closing of his books. State your 
opinion with regard to this contention. (Ohio, Nov., 1916.) 

Notes Payable 

33. Define: Notes payable. (Pa., Nov., 1900; S. C, Sept., 1919.) 

34. In what section of the Balance Sheet and in what order would you 
show the Notes Payable? (HI., May, 1908*; Iowa, Dec, 1918*; A. I. of 
A., Nov., 1919.) 

35. State briefly the proper manner of conducting the Bills Payable 
account. (N. Y., Jan., 1906.) 
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36. What documentary evidence would you require to prove the ac- 
ceptance of bills payable issued by a factor against goods in transit? 
(N. Y., Jan., 1918.) 

37. How would you deal with the company's Notes Payable indorsed 
by an official of the company, in auditing a Balance Sheet as at June .'W), 
1914, to be certified by you I (Mo., Dec., 1914.) 

38. The Motor Manufacturing Company negotiated a mortgage loan 
on their factory property for $35,000 at G per cent per annum, payable 
semiannually. Principal payable $1,000 at each interest date, payments 
to be indorsed on the note. Interest coupon notes in decreasing amounts 
are also executed. In your audit you will find that all the notes and 
coupons were entered on the notes payable record and were in agreement 
with the Ledger account, (a) In view of the contract obligation, is the 
entry correct? (h) How should the liability be shown on your financial 
statement? (Minn., Oct., 1916.) 

39. In the preparation of a Balance Sheet, explain the basis upon 
which you would ascertain that Notes Payable were properly valued. 
(Wis., April, 1914.) 

40. State how you would satisfy yourself of the correctness or regu- 
larity of the Notes Payable. (N. Y., Dec., 1897*; Pa., Nov., 1904*; Md., 
Jan., 1909*; Mass., June, 1910*; 111., May., 1915*; Kan., Dec, 1915*; 
Mo., Dec., 1915* ; 111., May, 1916* ; Kan., May, 1916* ; N. C, June, 1916* ; 
Wash., July, 1917*; N. C, Aug., 1917*; A. I. of A., May, 1918*; N. C, 
Nov., 1918; 111., Dec, 1918*; Ga., May, 1919*; Ohio, Oct., 1919; N. C, 
June, 1920*; A. I. of A., Nov., 1920.*) 

41. To what extent would you consider it necessary to verify the Notes 
Payable, and what reference to such verification would you make in your 
report? (Mass., June, 1913.) 

42. State the method and the objects of an analysis of Bills Payable 
account. (N. Y., Jan., 1911.) 

43. State briefly your duties as an auditor in reference to Loans from 
Bankers. (Wash.,* Aug., 1908.) 

44. To what extent should an auditor hold himself responsible for the 
correctness of Notes Payable? (111., May, 1914.) 

45. How would you treat the discount on short term gold notes issued 
in the Balance Sheet of a company you were auditing? (111., May, 1914.) 

46. A corporation issued its note for $30,000. The note became due 
during the tenn which you were auditing. A note for this amount, cor- 
responding in all particulars with the note record, is submitted to you as 
evidence that the amoimt has been paid. Said note is marked "paid" 
but does not bear the 'signature, or paid stamp, of the bank to whom it 
is purported to have been paid. The treasuier asserts that possession by 
the corporation of this note is sufficient evidence of its payment. State (a) 
your opinion thereof, and (h) your reasons. (Mass., April, 1911.) 

47. An auditor is engaged by a man who is buying an interest in a 
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firm for the purpose of reporting upon the assets and liabilities of the firm 
as at a given date and upon the profits of the three years just prior. 
Upon the auditor's report he purchased an interest in the firm and in its 
assets and liabilifies. Six months later it is discovered that there were 
bills payable due by the firm amounting to $10,000 at the time the auditor 
made his examination and not reported upon by him and that these bills 
had continuously been due by the firm for one year prior to such examina- 
tion, but no record of same had been made upon the books. Under what 
circumstances could the auditor be considered guilty of negligence in not 
discovering this fact and under what circumstances could he be considered 
entirely free of any blame in the matter? (111., May, 1907.) 

Coupons 

48. An ice company sells coupon books to its customers; the coupons 
are used in paying for ice delivered. These coupon books are paid for in 
advance by the customers. What accounts should be opened on the com- 
pany's books to record such transactions and how should the sale of 
coupons and deliveries of- ice appear therein t (Mich., June, 1910*; 
Mich., June, 1913*; Del., June, 1915*; N. Y., June, 1918*; Wis., May, 
1919.) 

49. A company manufacturing a proprietary article offers certain 
premiums to its customers on the return of its wrappings, the premiums 
offered being indicated in a published schedule. At the time of making 
out the annual Balance Sheet, only a few of the premiums have been dis- 
tributed. How should this matter be treated in the Balance Sheet t 
(N. Y., June, 1901; Mich., June, 1910*; Ohio, Nov., 1917.) 

50. A company packs a coupon in each box of goods sold. The com- 
pany agrees to redeem 100 coupons with premiums costing $1 a piece; 
25 per cent of the coupons are never presented for redemption. Prepare 
sample Journal entries for the bookkeepers to follow, which will give the 
last of each month the expense for the month for coupons given out, the 
amount of premiums on hand, and the gross and net liability for outstand- 
ing coupons, and state briefly how these entries will produce the result 
wanted. (Mass., Oct., 1914.) 

51. A manufacturing company offers premiums costing 75 cents each 
to its customers on the return of 100 of its wrappers. The company in- 
vested $5,000 in premiums and sold 500,000 units of the commodity during 
the year. You find that 300,000 of the wrappers have been redeemed, 
while it is estimated that 20 per cent will not be presented for redemption. 
At the end of the year how would you treat this matter in the preparation 
of the Revenue account and Balance Sheet? (Wis., April, 1915.) 

Accommodation Paper 

52. Define: Accommodation paper. (Wash., May, 1910; 111., May, 
1911; 111., Dec, 1916.) 
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53. What different methods should be employed in books of account 
for keeping track of notes indorsed for accommodation and notes in- 
dorsed in the regular order of business? (Mich.. June, 1913.) 

54. State some of the circumstances under which accommodation pap«r 
is issued. (Wash., May, 1910.) 

55. Describe the three usual methods of raising money on an accom- 
modation bill. (Dl., May, 1911.) 

56. Explain how you would treat the liability as indorser on a note in 
your report on audit. (A. I. of A., June, 1917*; Iowa, Dec., 1918.) 

57. In the regular audit of the books of a private individual you dis- 
covered he was an accommodating indorser. How would you handle such 
in your certificate? (N. C, June, 1919; N. C, Sept., 1919.) 

58. How would you classify "Draft drawn on customer discounted at 
bank and proceeds remitted to customer for his accommodation" in the 
Balance Sheet or Profit and Loss account? (Kan., Dec., 1915; Mo., Dec., 
1915.) 

* 59. "A" and "B" are friends. "A" needs funds. "B" knows "C" who 
may be induced to accommodate "A" under certain conditions. For an 
introduction by "B" to "C," "A" pays $100. "C" discounts for "A" a 
note for $10,000 due in six months and turns over to him $9,000. Frame 
Journal entries covering these transactions. Show how these transactions 
should appear in a Cash Book. (N. Y., June, 1906.) 

60. State in the form of Journal entries transactions for accommoda- 
tion paper indorsed by the firm when coupon bonds are received as security. 
(N. Y., June, 1898.) 

61. In making a detailed audit, what procedure would you follow to 
verify the Accommodation Notes Discounted? (Kan., Dec., 1915; Mo., 
Dec., 1915.) 

62. How should the accommodation indorsements made for friends be 
treated in the Balance Sheet? (Ind., May, 1918.) 

Mortgages 

63. What is a mortgage? (Iowa, Dec, 1918.) 

64. Classify: Mortgages Payable. (Iowa, Dec., 1918.) 

65. Define: Chattel mortgage. (Wash., June, 1915.) 

66. After due foreclosure proceedings, "A" sells for $20,000 the land 
and buildings mortgaged to him by "B," to whom he had loaned $26,000. 
There is no question about the regularity of the sale, the loss being due 
to a drop in real estate values. The property sold is located in West- 
chester County and the mortgage is recorded in White Plains, N. Y. 
Journalize the transactions on the books of ''A." (N. Y., June, 1912.) 

67. (a) How would you satisfy yourself that the assets of a company 
were not mortgaged or encumbered in any way? (6) If an asset were so 
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mortgaged, would you state this fact on the Balance Sheet f (Wis., April, 
1915.) 

68. A company is organized in New York to l^d money on real estate 
mortgages in Florida. What examination should an auditor make of such 
mortgages and how would he guard against duplicate mortgages on the 
same property? (Fla., April, 1908.) 

69. In auditing a Balance Sheet, how would you ascertain the correct- 
ness of the item Mortgages? (Ohio, Dec, 1908*; Kan., May, 1916.) 

70. Descrihe in detail the method that should be used to verify the 
securities representing the investments of mortgages on real estate. 
(Mich., June, 1913.) 

71. What assets, other than real estate, are subject to valid liens? 
(N. Y., Jan., 1916.) 

72. State what verification you would make of the Mortgages Receiv- 
able and Mortgages Payable. (N. C, Aug., 1917.) 

73. The Sound Farm Mortgage Investment Company operates in Mon- 
tana and Chicago. Its business is the loaning of money on the security 
of mortgages of farm property, loans being limited to 50 per cent of the 
appraised value of the proposed security, and the selling of mortgages. 
The loans are made in Montana at a practically effective interest rate of 9 
per cent per annum, but as mortgages bearing only 6 per cent per annum 
are salable in Chicago, the difference of 3 per cent per annum for the 
term of the loan is added to the amount loaned, and the mortgage deed is 
drawn up to cover the amount. The mortgages are sold at face value, 
the company making a commission amounting to the difference between 
the face value of the mortgage and the amount loaned. For example, if 
a farmer desires a loan of $5,000 for five years, he is required to pay 9 
per cent per annum, but in the following manner: The mortgage deed is 
drawn up, specifying interest at 6 per cent per annum, in the amount of 
$5,750, but he is actually loaned only $5,000. The difference, $750, repre- 
sents 3 per cent per annum for five years on $5,000. The mortgage would 
be sold for $5,750. 

The company, in order to carry on business, has to borrow extensively, 
paying about 6 per cent per annum for money, and of course the loans 
have to be covered by deposit of mortgages as collateral. 

You are required. to show, in Journal form, the entries necessary to 
record loans made and the sale of mortgages. Give reasons for your 
treatment. 

How would you show mortgages on hand in the Balance Sheet? Give 
reasons. 

<I11.. May, 1916.) 

74. The Marquis Manufacturing Company executed a mortgage on 
their factory property for $35,000 at 6 per cent per annum, payable semi- 
annually. Principal payable, $1,000 at each interest date, payments to be 
indorsed on the note. 

Interest coupon notes in decreasing amounts were also executed* 
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In your audit you will find that all the notes and coupons were entered 
on the bills payable record and were in agreement with the Ledger 
account. 

(a) in view of the contract obligation, is the entry correct T (b) How 
should the liability be shown on your financial statement? 

(111., May, 1913.) 

Exchange 

75. Classify the accounts, properly recording the following items 
according to the subdivision of assets, liabilities, proprietary interest, in- 
come and expenses, under which they should be grouped: Trade Ac- 
ceptances (a) Given; (h) Received; (c) Discounted. (Wis., May, 1919.) 

76. "A" i^ indebted to "B" on open account to the limit of his credit. 
He needs further accommodation to the extent of $2,500 and gives as 
security a draft at three months on "C for $5,000, which is $1,000 more 
than he owes. To adjust this difference "C" draws at four months on 
"A" for $1,000. Assuming that the drafts are accepted by the respective 
parties, state what should be the proper entries on the books of "A.'' 
Show books of original entrv and ledger. (N. Y., June, 1906; N. Y., 
Feb., 1910.*) 

77. Smith and Company draw on Jones and Company for an account 
of $1,500, allowing 1 per cent discount. At maturity the acceptors borrow 
from the drawers $500 to assist them in meeting the draft, which is, 
however, finally allowed to be returned. Jones and Company repay $300 
of the loan of $500. Show the Ledger account in the books of Smith and 
Company after the transactions are completed. (N. Y., Jan., 1897.) 

78. A merchant draws a draft of $1,000 at four months on a customer 
who owes him an open account, and the draft is accepted on February 2, 
1909. On March 13, 1909, he discounts the draft at a bank at 6 per cent 
per annum. What entries should be made on the merchant's books to 
record the transactions properly? (N. Y., Feb., 1910.) 

79. In a set of books in which Sales Book and Sales Ledger are used, 
how should a sale of merchandise be treated when an accepted draft for 
the amount is given by the buyer? (N. Y., Jan., 1906.) 

80. A mercantile house draws on its customers at sight, depositing its 
drafts in bank. Occasionally a draft is returned dishonored. What entry 
should be made when a draft is drawn, and what counter-entry should be 
made when the draft is returned dishonored? (N. Y., Jan., 1900; Wash., 
May, 1903.) 

81. A mercantile concern carries among its assets a number of ac- 
ceptances, some of which are past due. How should an auditor proceed 
to ascertain the correctness of the account? (N. Y., June, 1906.) 

82. What is exchange? (Cal., June, 1904.) 

83. Draw a 60 days' bill of exchange (triplicate). (Cal., June, 1904.) 

84. Make out a Foreign Bill of Exchange in duplicate. Why is. the 
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bill duplicated! What happens when the "fiist'' is presented to the 
drawee for acceptance, and the "second" is accepted? (Wash., Nov., 
1913.) 

85. Give a brief definition and explanation (usingf an illustration) of 
trade acceptance. (Wis., April, 1917; Wis., April, 1918*; N. Y., Jan., 
1920.*) 

86. State wherein a trade acceptance differs from (a) a sight draft; 
(6) a promissory note. (N. Y., Jan., 1920.) 

87. Summarize the advantaijes of a trade acceptance to (1) the 
seller; (2) the buyer. (Wis., April, 1918; N. Y., Jan., 1920.*) 

88. (a) Under what account or accounts should be recorded (1) trade 
acceptances received; (2) trade acceptances give^; (3) trade •acceptances 
discounted! 

(6) Would you advise a client to accept a trade acceptance for a re- 
newal of one unpaid at maturity! 

(c) May a partial payment be made upon a trade acceptance! If so, 
what would be the entry to record it! 

(d) Does the rule prohibiting banks from loaning more than 10 per 
cent of their capital and surplus to any one borrower apply to trade 
acceptances! 

(Wis., April, 191.S.) 

89. A Chicago trading corporation does business in Peru, where its 
capital is invested, a Balance Sheet and Profit and Loss account in 
Peruvian currency being sent over at the end of each year for anialgania- 
tion with the Chicago accounts. During a given year a heavy fall takes 
place. How would you value the Peruvian assets for the purpose of the 
Chicago Balance Sheet! Would you treat the works and plant differently 
from the floating assets! If so, why! (111., May, 1910.) 

90. You are called upon to advise a client who has large dealins^, both 
in buying and selling, with foreign countries, involving questions of foreign 
moneys and exchange. What general principles would guide you in ad- 
vising him! (A. I. of A., May, 1918.) 

91. Explain the method of quoting French exchange in New York; 
also the following phrase used in a certain work on foreign exchange: 
"The higher the rate, the lower the quotation." (N. Y., Jan., 1914.) 

92. A manufacturing firm imports its raw material and purchases 
exchange on Europe in payment. How should the exchange account be 
treated with respect to the cost of productions! (N. Y., June, 1914.) 

93. How many dollars are equivalent to 9,275 Reichsmark! (Ex- 
change 23.8.) (Md., Oct., 1903.) 

94. How many francs are equivalent to $200! (Exchange 19.5.) 
(Md., Oct., 1903.) 

95. What would be the cost of a draft on London for £600, reckoning 
exchange at $4.8665! (Md., Oct., 1903.) 

96. What is the value of £324, 16s. at $4,875! (Cal., June, 1904.) 
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97. An Ameriean firm has an extensive trade with Spanish and Eng- 
lish customers, to whom goods are invoiced in Spanish and English cur- 
rency, and payments are accepted made by bills in those currencies. The 
firm's principal business is, however, in the United States. Explain in 
what manner you would arrange for the books to be kept and the titles 
of any special accounts that might be necessary to keep. (Mich., July, 
1909; N. Y., Jan., 1919.*) 

98. Explain shortly the effect of a fall of the tael on each of the 
following: (a) A Chicago concern carrying on a general trading business 
in China; (b) a Chicago corporation owning a railroad in China; (c) 
a Chicago-Chinese Bank. 

Confine your answer to the effect that the variation in exchange should 
have on the published accounts. 

(111., May, 1909.) 

99. In what line of business are arbitrage accounts found? Explain 
an arbitrage account, citing nature of transactions properly recorded 
therein. (N. Y., June, 1917.) 

100. Explain what is meant by an arbitrage and cite an example. 
(N. Y., June, 1913; N. Y., Jan., 1916.*) 

101. Indicate three different ways through which the foreign indebt- 
edness or claim of a New York merchant mav be liquidated. (N. Y., June, 
1913.) 

102. Explain by means of a diagram the theory of foreign exchange, 
comprehensively showing transactions of equivalent value between "R" 
and "S," importers and exportei^s, respectively, in New York, and "D" 
and "G," importers and exporters, respectively, in Berlin. (N. Y., June, 
1913.) 

103. What are the chief points to which attention should be directed 
in dealing with flu<!);uating currency in the books of accounts of merchants t 
(N. Y., June, 1913.) 

104. In stating an account with a foreign firm, how should unmatured 
acceptances be treated with respect to rates of exchange? (N. T., June, 
1917.) 

105. You are called upon to audit the accounts of December 31,. 1920, 
of a company incorporated in the state of New York, which owns all the 
capital .stock of two other companies, one incorporated in Great Britain 
and the other in Russia. 

No reports have been received from the Russian company since Decem- 
ber 31, 1917. All the intercompany transactions have been recorded on 
the books at the pre-war rates of exchange. 

Before giving an unqualified certificate to tlie consolidated balance 
sheet of these companies at December 31, 1920, on wliat basis would you 
require tbe accounts to be stated in regard to fluctuations of exchange and 
possible loss on Russian assets, assuming that the balance sheet of each 
company revealed the following assets and liabilities: Goodwill, Plant and 
Equipmetity Inventories, Accounts Receivable, Cash, Capital Stock, Ac- 
counts and Notes Payable, Surplus? (A, I. of A., May, 1921.) 
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PROBLEMS 

NOTES^ MORTGAGES^ AND LIENS 

1. Previous to examining the accounts of a corporation at the end of its 
first fiscal year you find that Notes Receivable stand in the financial state- 
ment prepared for the banker at $5^00. 

Upon investigation it is disclosed that $20,000 of notes from customers 
were received during the period, and that $10,000 of these notes were duly 
paid in full by the customers to the company at maturity, and $5,000 of 
the notes were discounted at the bank. Of the notes discounted, a note for 
$500 given by Brown and Company was not paid when due, and has been 
charged back to the Notes Receivable account. Notes to the amount of 
$1,500 are not J^et due at the bank. 

Partial payments have been made to the company to the extent of $500 
on liotes still due and these payments have been credited to an account 
called Partial Payments on Notes Receivable. This item is listed in the 
financial statement as a liability. 

A customer's note of $1,000 is found to have been given as collat- 
eral for the payment of a note of the company discounted at the 
bank. 

A 30-day note given by an officer of the company for $200 is treated as 
a cash item. The note is 60 days past due. 

You are asked to give the Journal entry or entries for obtaining the 
proper account or accounts to record the above facts, and to give such 
comments as you would consider appropriate to include in your report 
relative to these items. 

(Wis., April, 1918.) 

2. "A" is superintendent in the employ of "X" and "Y,*' a firm of manu- 
facturers, and has an interest in the profits. On September 8, 1918, "X" 
and "Y" indorse "A*s" note, due in six months with interest at 6 per cent ; 
"X" and "Y" charge the fee of 1 per cent ($36.05) to "AV account on 
the firm's books. "A" sells his note to a private note broker. On March 
10, 1919, "X" and "Y" pay $3,607.50, inclusive of protest fees, to the 
holder of the note which "A" had permitted to be dishonored. 

What entries are necessary on the books of "X" and "Y" to record the 
transaction ? 

(N. Y., June, 1915*; Okla., Nov., 1919.) 

3. Required : the Journal entries to be made on the books of all parties 
mentioned properly to record the following transactions: 
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June 18, 1914. 

Waltou & Company issued to Greaves Manufacturing Company a 
note for $947.69, payable three months after date, without interest. 
July 1, 1914. 

Greaves Manufacturing Company transferred said note to the Holmes 
Manufacturing Company on account, less discount at 6 per cent. 
July 28, 1914. 

Holmes Foundry Machines Company transferred said note to C. B. 
Dean & Company, less discount at 6 per cent, in part payment of a bill 
on which they were entitled to a discount of 2V2 per cent on the amount 
paid. C. B. Dean & Company discounted the note at the bank at 6 
per cent, receiving a draft on New York for the proceeds, less one eighth 
of 1 per cent exchange, which they remit to M. Grace & Company, in part 
payment of a bill on which they are entitled to a discount of 3 per cent 
on amount paid. 
Sept. 18, 1914. 

Walton & Company paid the note. (Wash., June, 1915.) 

4. A dealer in foreign exchange finds from his books that he has had 
the following transactions in London exchange during a particular month, 
viz. : 

Exchange bought in local market: 

Jan. 1, 30-day bill, payable in London, £300 at 4.75. 

Jan. 15, Bill due at sight in London, £2,500 at 4.76. 
Exchange sold in local market: 

tfan. 5, Bill due in London at sight, £1,000 at 4.77. • 

Jan. 20, Cable transfer, £2,000 at 4.78. 
Foreign correspondents' draft honored and paid: 

Jan. 20, Bill at 30 days after sight accepted Dee. 21, £500 at 4.78. 

State how the balance on the account stands at the close of the month, 
and how much profit or loss has been derived from the transactions. (At 
Jan. 31, the rate for cable transfers is 4.80.) Is the profit or loss so 
stated final? 

(A. I. of A., Nov., 1918.) 

5. A New York corporation builds a plant and establishes a branch in 
Liverpool, England. At the expiration of its fiscal period a trial balance 
is forwarded to the New York office as follows: 



Plant 

Accounts Receivable 

Expenses 

Inventory (end of fiscal period) 

Remittance Account 

Cash 

Accounts Payable 

Income from Sales 

New York Office 



£250,000 

187,600 

25,000 

50,000 

150,000 

12,500 



£675,000 



£87,500 
250,000 
337,500 



£675,000 
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A trial balance of the New York books at the same date was as follows 



Capital Stock 

Patents 

London Account 

Remittance Account. . . 
Expenses at New York. 
Cash 



$1,500,000.00 
1,640,250.00 

25,000.00 
64,031.25 



$3,229,281.25 



$2,500,000.00 
729,281.25 



$3,229(281.25 



The Remittance account is composed of four sixty (60) day drafts on 
Liverpool for £37,500 each, which were sold in New York at $4.85 V^, 
$4.86, $4,861/2, and $4.86%, respectively. 

Prepare a Balance Sheet of the New York books after closing and a 
statement of Assets and Liabilities of the Liverpool branch reconciled with 
the New York books. Close the books at rate of exchange on last day of 
fiscal period, $4.87^ (conversion of remittance to be made at the average 
rate of the four bills). (N. Y., June, 1915.) 

6. The Pan-American Chemical Company, a New York corporation, 
owns a plant in Chile where nitrate of soda is manufactured and shipped 
to the United States. The accounts in Chile are kept in the local cur- 
rency (pesos) and the following is a summary of the transactions during 
1918: 

1/1/18, New York remitted by telegraphic transfer $30,000 which 

realized 120,000 pesos 

4/1/18, New York remitted $30,000 which realized 150,000 " 

7/1/18, '" " 30,000 " •' 180,000 " 

10/1/18, " '* 30,000 " " 150,000 '' 

There was paid in wages for plant construction .... 120,000 pesos 
There was paid for operating 300,000 " 

At December 31, 1918, the unpaid payroll for operating labor amounted 
to 60,000 pesos and one-sixth of the nitrate produced during the year 
remained in inventory. 

You may assume that the production, construction and shipments were 
spread evenly over the whole twelve months, and that the only element 
entering into costs of production and construction in Chile was labor. 

The average quoted exchange rates in Chile and New York were as 
follows : 

1/1/18 to 6/30/18 3 pesos = $1.00 

7/1/18 to 12/31/18 5 pesos = 1.00 

At the close of business 12/31/18 the rate suddenly 

dropped to 6 pesos = 1.00 

You are required to show the accounts affected in both pesos and 
American dollars and to prepare a trial balance as at 12/31/18 for the 
purpose of incorporating the Chilean accounts on the New York books. 

(A. L of A., Nov., 1919.) 

7. A banking concern deals in foreign exchange and the following are 
the transactions with a London correspondent for one month: 
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Sept. 1, Remittanoe thirty-day biU £400 #$4.86 
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Sept. 10, 
e$ept« 15, 






sightbill £100-10-0 ® 4.87 

demanded bill £20(M>-6 ® 4.86Ji 



Cred'ts 

Sept. 2, Draft, sight £300 @ 4.87H 

Sept. 12, Draft, demand £200-12-5 @ 4.87 

Sept. 20, Cable £100 ©4.88 

(a) Ascertain the profit or loss in the account for the month. 

(ft) State the balance of the acconut at the end of the month in foreigfii 
and domestic currency, the current rate of sterlinir exchanjre bein.c: cable 
transfers 4.89. (Mass., Oct., 1915.) 

8. A trading-stamp company sells its stamps for $5 per thousand. 
They redeem these stamps in cash for $4 per thousand or in premiums 
which average to cost $4.50 per thousand. The income on the investments 
is $8,748 per year. They estimate that 5 per cent of the stamps sold will 
lapse and never be redeemed. They anticipate the profit at the rate of 10 
per cent on the balance of stamps sold after deductinjr the redemptions 
and estimated lapses. 

The trial balance of January 31, 1913, is as follows: 



Balances — ^January 31, 1913: 

Cash 

Stamps on hand at cost 

Investments in Bonds 

Grood will 

Premiums at cost 

Capital 

Accounts Payable 

Balanoes^January 31, 1913, which have not changed 
since Dec. 31, 1913, and are to be adjusted by the 
Uanuary operations: 

Accrued Interest 

Lapses 

Anticipated Profits 

Unredeemed Stamps 

Surplus 

Balances — January 31, 1913, showing operations for 
January: 

9,600,000 Stamps redeemed in January in 

premiums 

4,912,500 Stamps redeemed in January in 

cash 

Stamps sold in January 

£bq[>enses January 

Coupons collected in January 



$23,510 

1,525 

152,825 

100,000 

38,710 



2,475 
76,388 
23,577 



43,200 
19,650 
10,525 



$100,000 
. 6,010 



312,158 
8,717 



$492,385 



65,000 
500 



$492,385 



Submit an Operating account and Profit and Loss account for the month 
of January and a Balance Sheet, January 31 1913. 

. (Mass., Oct., 1014.) 



CHAPTES III 

PERSONAL ACCOUNTS 

Terminology — The titles "accounts receivable" and "accounts payable" 
are too all-inclusive to be good ledger captions. The accounts receivable 
in the broad sense include customers' accounts, cash deposits covering 
gniarantees, advances, claims for damages, prepajonents on contracts, un- 
paid stock subscriptions,* accounts due from affiliated companies,* accounts 
due from officers and employees,' etc., while the accounts payable include 
creditors' accounts, debts to officers, unpaid dividends payable, customers' 
deposits, etc.* Separate accounts should be opened for each of the various 
kinds of personal accounts, as there is great difference in the liquidity of 
the items.' The English terms "trade debtors" and "trade creditors" seem 
the best captions for the accounts respectively controlling the sales and 
purchase ledgers.* Credit balances to customers' accounts are liabilities' 
and should be shown on the balance sheet under the caption "deposits 
from customers," or some equivalent title.* Similarly, debit balances in 
the creditors' ledger represent assets and should be shown on the balance 
sheet as "advance payments on contracts" or under some other appropriate 
title.* 

Aging Personal Accounts — Aging the customers' accounts is very help- 
ful in enabling the auditor properly to value these accounts.'* This process 
consists of listing the customers' accounts and balances on a sheet having 
three additional money columns, and then analyzing the balances into 
these columns whose captions should be the ages at which the accounts 
under the existing conditions are normally good, doubtful, and bad.** In 
aging accounts the terms of sale must be taken into account." The 
process is especially useful in locating disputed claims." Aging accounts 
cannot be relied upon absolutely in valuing the customers' accounts, for 
the delayed payment may be due to unusual local business conditions." 

Aging trade creditors' accounts is helpful in ascertaining the need for 
funds and whether the credit of the firm has been strained." 

Valuation of Customers' Accounts — Besides the process of aging the 
accounts, there are three methods of estimating bad debts, all of which 
use a percentage of some given base, the various bases being the amounts 
of (a) outstanding trade debitors at date of balance sheet, (b) credit sales 
during period, and (c) total sales during period." The total sales is the 
most frequently used base," for the advantage of having the base available 
without analysis more than offsets, if the ratio of credit to cash sales 

*For explanation of superior figures see page 307. 
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remains uniform, the theoretical point that there can be no loss on cash 
sales.'* The use of trade debtors as a base is satisfactory, if statements 
are made once a year, but because of seasonal fluctuations, trade debtors 
is an unsatisfactory base, if monthly statements are desired." Cash re- 
ceipts after the close of the period of audit should be examined for pay- 
ment of balances due at close of period, as payment is the best proof 
that the account was good at date of audit.** 

Audit of Customers' Accounts — The audit of the trade debtors depends 
upon the audit of the sales and of the cash receipts,*^ subjects treated in 
Chapters XIII, Volume I, and XVII, Volume I, respectively. It is not 
usual to audit more than the trade debtors as a whole.** If there is no 
controlling account, tk^ auditor should make one.** The open customers' 
accounts should be listed and footed,'* the total compared with the trial 
balance of the subsidiary ledger,^'' and the accounts classified according 
to age.** The accounts receivable must be classified according to source.*' 
If possible, the trade debtors should be circularized.** 

Charges to customers for goods sent out on approval, or on sale or 
return, or on consignment must be taken out of the accounts receivable 
and added at cost price to the inventory.** Amounts due from officers, 
stockholders, and employees should be proved by securing acknowledg- 
ments thereof.** Unpaid subscriptions to capital stock should be verified by 
communicating with the debtors.*^ Bad debts written off should be thor- 
oughly examined and their uncollectibility vouched for by responsible 
officials.** 

Suspense Accounts — ^It is a good practice to take bad and doubtful 
accounts out of the trade debtors' ledger and to place them in a suspense 
ledger.** However, this transfer does not affect their book value and a 
reserve for bad debts account must be created.** 

Loss on Bckd Debtjs — Some accountants make a distinction between a 
provision for bad debts and the actual writing off of bad debts, and treat 
a provision made for bad debts as either an appropriation of profits, 
or as a charge to profit and loss after the net income has been calculated, 
and consider the amount written off as bad debts as a charge to profit and 
loss, if the bad debts were created by sales in the current period, or as a 
charge to surplus if the bad debts were created by sales in a previous 
period." Other accountants believe that the charge offsetting the credit 
to the reserve for bad debts account is an expense which must be con- 
sidered before the net profit for the period can be calculated, but they 
disagree as to the nature of the expense, some calling it a selling expense,** 
others a financial or non-operating expense," and others an administrative 
expense.** Since losses on bad debts cannot be entirely prevented, it 
would seem that they should affect the net profit of the business whether 
just what accounts are bad is known or not. It seems also that losses on 
bad debts are much more closely connected with the financial management 
of the business than with its operating departments, so it is recommended 
thiat such losses be considered non-operating exx)enses. 

Collection of debts written off as bad in previous periods is sometimes 
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credited to profit and loss,^ but it is preferable to credit the surplus 
account as the previous charge affected that account.^ 

Reserve for Bad Debts — The reserve for bad debts account should be 
credited for the amount of the estimated losses on account of bad debts 
and debited with the actual losses.^ There is considerable difference of 
opinion as to the nature of the balance of this account. Most of the 
accountants, who differentiate between the provision for bad debts and 
the actual writing off of the accounts, consider the balance to be appro- 
priated surplus,^ but, as loss from bad debts is too certain to be handled 
as a contingency/ it seems that the balance of the reserve should not be 
treated as surplus. The reserve is sometimes listed as a liability,^ but 
this seems absolutely incorrect. Listing the reserfe for bad debts under 
the general caption '^reserves/' as is sometimes done,^ seems faulty in that 
the caption is too all-inclusive, for reserves may be liabilities, negative 
assets, or appropriated surplus. Listing the reserve for bad debts under 
the caption 'Valuation items''*^ seems correct, but, as the book value is 
not shown thereby, it seems preferable to deduct the reserve from the 
related asset account.^ 

The reserve for bad debts is verified by the auditing and valuation of 
the accounts and notes receivable. 

Hypothecated Accounts — The auditor should be very vigilant in his en- 
deavor to ascertain whether any of the accounts have been pledged.* If 
any liens are discovered, they must be plainly indicated on the balance 
sheet^ or mentioned in the certificate.*^^ Even if the auditor cannot find 
traces of liens, he should secure from the officers a certificate stating that 
there are none.'' The minutes of the corporation should be examined for 
evidence of Hens.*" As the interest rate on loans secured by pledged 
accounts receivable is much more than the rate on bank discounts,"* the 
auditor should point out to his clients the advantages of the use of trade 
acceptances.'^ If the customers are informed to pay the banker, the 
accounting for the discounted accounts receivable is very similar to the 
accounting for discounted notes receivable."* 

A very satisfactory method of handling hypothecated accounts is to 
debit "accounts receivable assigned" and credit "accounts receivable" and 
to debit "cash" and credit "loan on assigned accounts" when the accounts 
are pledged, and to debit "loan on assigned accounts" and credit "accounts 
receivable assigned" when the loan is repaid.*' 

Accounts Payable — The contingent liability on undelivered orders should 
be treated as outlined in Chapter XIII, Volume I. 

The first step in the audit of the accounts payable is the verification of 
the balances and comparison of these with the trial balance of the accounts 
payable ledger.'' Creditors' statements should be compared with their 
accounts."" The auditor should classify the accounts payable both as to the 
character of the creditor*^ and as to the age of the accounts.*^ A schedule 
showing the name of the creditor, date of last credit, and total amount 
due should be prepared.^ The trade creditors' accounts should be checked 
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in total with the cash payments and purcliivse entries, which would them- 
selves be verified as is indicated in Chapters XVII, Volume I, and XIII, 
Volume I, respectively. The creditors should be circularized"' as should 
all others with whom the firm would normally do business.*** Entries 
affecting the accounts payable made subsequently to the period under 
audit should be examined to ascertain whether any important items belong- 
ing to the period under audit were recorded after the close of that period.** 
Goods sold on consignment must be included among the liabilities.** The 
auditor should use great care in his search for unbooked liabilities, if the 
company under audit has a larger net worth than the original investment 
plus ordinary profits would justify.*^ A certificate from the proper official 
should be obtained stating that all liabilities for purchases, expenses, con- 
tracts, etc., have been recorded.** 

Average Due Dates — The average due dates of accounts can be found 
by either the interest method** or the product method."* The interest 
method calculates the loss or gain in interest from a focal date, while the 
product method figures the loss or gain in dollar days. Botli methods 
then interpret this loss or gain as duration of time from the focal date. 
As the product method is the shorter," its ule is recommended. 

By the product method, the amount of each item is multiplied by the 
days elapsing between its due date and the focal date.^' These products 
are added for each side of the account, the resulting sums subtracted, and 
the difference divided by the balance of the account, the answer being the 
number of days the average due date is away from the focal date." 

If the focal date is the last date, the rule for counting days is to count 
backward, if the dollar-days balance is on the same side of the account as 
the balance of the account, but to count forward, if the two balances are 
on opposite sides of the account." If the first date is used as the focal 
date, the rule for counting forward or backward is the reverse of the 
above.^' 

Assume an account with a debit of $100 on July 1 and another debit 
of $200 on July 15, and with a credit for $100 on July 15 and another 
credit for $150 on August 1. If the terms were cash and August 1 is 
taken as focal date, the average due date would be calculated as follows: 



Due 



July 1. 
July 15 



Amount 


Days to 
Aug. 1 


Dollar 
Days 


$100 
200 

$300 
250 

$50 


31 
17 


3,100 
3,400 

6,500 
1,700 


)4,800( 



Due 



July 15. . . . 
Aug. 1 . . . 



Amount 




$100 
150 

$250 



17 




Dollar 
Days 



1,700 




1,700 



96 days before Aug. 1, or April 27 
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It will be noted that the ahov^ illustration involves a minus sign if the 
first date, July 1, is used as the focal date. As it is difficult to reason out 
the effect of a minus sign, if the rule is forgotten, it is recommended that 
the last date be used as the focal date in such problems, for so doing will 
eliminate minus signs except in very rare cases, although it must be 
admitted tliat the figures are usually larger, if the last date is used as the 
focal date than if the first date is used. 
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QUESTIONS 

personal accounts 

Accounts Receivable 

1. State what verification you would make of the Accounts Receivable. 
(N. C, Aug., 1917.) 

2. In auditing the accounts of a textile manufacturing company, how 
would you verify the existence of, and satisfy yourself as to the values 
appearing in, the Balance Sheet placed upon the Trade Debtors? (N. Y., 
Dec, 1897*; N. Y., Dec., 189S*; N. Y., June, 1809*; N. Y., Jan., 1900*; 
N. Y., June, 1900*; N. Y. Jan., 1901*; N. Y., Jan., 1904*; 111., Nov., 
1904*; N. Y., Jan., 1906*; Wash., April, 1906*; Pa., Nov., 1906*; Mich., 
Dec., 1906*; N. Y., Jan., 1907*; Fla., April, 1907*; N. Y., June, 1909*: 
Ohio, March, 1910*; Mass., June, 1910*; Mass., April, 1911*; N. Y., June, 
1911*; La., May, 1913*; 111., May, 1914; 111., May, 1916*; Kan., May, 
1916; N. C, June 1916*; 111., Dec, 1916*; Mich., Dec, 1916*; Mass., 
Oct., 1917*; Ohio, Nov., 1917*; Ind., Nov., 1917*; N. C, Nov., 1918*; 
Ohio, Nov., 1918*; Ohio, Oct., 1919*; N. C, June, 1920.*) 

3. To what extent are you justified in accepting the certificates of offi- 
cials or a corporation as to Accounts Receivable? (Ind., Nov., 1917.) 

4. How would you verify the accuracy of Accounts Receivable from 
trade customers: (a) In a detailed audit; (6) in a Balance Sheet audit? 
(A. I. of A., May, 1919.) 

5. To what extent do you deem it necessary to verify the Accounts Re- 
ceivable in order that you may certify to the correctness of a Profit and 
Loss statement? (Mass., June, 1912.) 

6. In the audit of the accounts of an installment house with 20,000 
open accounts, where weekly payments are due and made in currency, 
how would you verifv the outstanding balances? (A. I. of A., Nov., 
1919.) 

7. To what extent would you consider it necessary to verify the Ac- 
counts Receivable, and what reference to such verification would you make 
in your report? (Mass., June, 1913.) 

8. Assuming that you are limited as to time and fee in an audit em- 
bracing numerous personal accounts contained in one General Ledger, 
state precisely the steps you would adopt in each case to verify Cash, 
Sales, Purchases, Customers, Creditors. (N. Y., Jan., 1901.) 

9. Mention three classes of transactions which a debit item may rep- 
resent in a personal account. (A. I. of A., May, 1918.) 
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10. How would you account for the proceeds of sales to customers 
without checking each entry? (111., Nov., 1903.) 

11. If you are unable properly to verify customers' accounts, what 
would you do? (La., May, 1913.) 

12. How should Accounts Receivable be valued for the purpose of 
showing the true net capital of the partners in a private concern? (N. Y., 
Dec, 1896*; N. Y., June, 1898; Pa., May, 1900*; N. Y., June, 1908*; 
Ohio, March, 1910*; Wis., April, 1914*; Cal., Nov., 1916*; Ohio, Nov., 
1916.*) 

13. As an auditor, to what ejctent would you charge yourself with the 
responsibility for the accuracy, both as to facts and figures, of the fol- 
lowing: Accounts Receivable — Trade, Personal? (111., May, 1913; Ohio, 
Nov., 1915.*) 

14. Under what circumstances would it be desirable for an auditor to 
circularize the Customers' Accounts Receivable? Why? Under what cir- 
cumstances would it be imperative to do so? Why? (111., May, 1915.) 

15. If you were auditing the books of a business which had just been 
sold, and you ascertain from the books that the seller guarantees individ- 
ual Accounts Receivable that aggregate 90 per cent of all open Accounts 
Receivable, what action would you take as to such Accounts Receivable? 
(Ind., June, 1916.) 

16. In performing an audit, you find on checking the Customers' Ledger 
a number of accounts with credit balances; likewise, in checking the 
Creditors' Ledger, you find a number of debit balances. How should 
amounts of this character be treated in the Balance Sheet? (Mass., April, 
1911*; N. Y., June, 1915; Ind., Nov., 1917; W. Va., May, 1919.) 

17. When sales are made on time, with the proviso that certain dis- 
counts are to be allowed if payment is made on or before specified dates, 
would you, when auditing the accounts, make provision for such dis- 
counts on outstanding accounts? Give reasons and an argument for or 
against the practice. (N. Y., Jan., 1906; Ohio, Nov., 1917; Mass., Oct., 
1917.*) 

18. You find that a group of accounts receivable has been assigned to 
secure a loan. Does that affect the value of any other creditor's claim in 
ease of failure before the loan is paid? Should any reference to the fact 
be made in your report? How would you set up the fact in the Balance 
Sheet? (Mich., Dec, 1013.) 

19. How should entries be made of notes receivable in the account of 
a customer whose credit is limited to a fixed maximum, so that his account 
will show at all times the amount for which his order may be accepted? 
(N. Y., June, 1902.) 

20. Define the following word and term : Hypothecate. (Wash., June, 
1915.) 

21. What items are listed sometimes as Accoimts Receivable that do 
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not properly belong in such list? How should they be classed in the 
Balance Sheet? (Minn., Oct., 1916.) 

22. The Accounts Receivable Controlling account shows a total debit 
of $3,596.80 and a total credit of $596.40. By reference to the Cus- 
tomers' Ledger it was found that the total of the debits and the total of 
the credits contained items of debits and credits to the officers of the 
company. Cover fully. (Ohio, Nov., 1917*; Iowa, Dec., 1918.) 

23. In reporting upon an audit you include as an asset "Advances to 
Officers, $20,000." The advances have been authorized and there is every 
probability that they will be repaid. The president instructs you to make 
up a new Balance Sheet and include this item among Accounts Receivable. 
How would you answer him ? (Md., Oct., 1919.) 

24. In what way, if at all, would you report the fact that a trusted 
office manager had overdrawn his salary account at various times, in no 
case more than $300, all of. which has been returned before the time of 
the annual audit? State reasons fully. (N. Y., Jan., 1911.) 

25. State what is indicated by the Customers' Ledger account (a) when 
the account shows a debit balance; (b) when the account shows a credit 
balance. Explain fully. (N. Y., Jan., 1900.) 

26. What form of ledger would be appropriate to an enterprise in 
which the accounts bear interest at 5 per cent per annum on current 
transactions? Illustrate a Ledger account in detail showing the method 
of computing the interest and balancing it into principal semi-annually. 
(111., May, 1911.) 

27. State the special uses to which an auditor may put Controlling 
Ledger accounts, such as "Customers' Ledger account," "Purchase Ledger 
account." (N. Y., Jan. 1901.) 

28. A company makes an extra copy of each sales invoice and uses 
these copies, without any posting, as the Customers' Ledger, keeping an 
unpaid file for the open balances and a paid file for those paid, (a) 
What are the advantages and disadvantages of this plan, and why? (h) 
Under what conditions misrht this plan work successfully? (Mass., Oct., 
1916.) 

29. In examining the accounts of a corporation you find that the Ac- 
counts Receivable were stated as $216,100 in a financial statement already 
prepared by the company's bookkeeper and handed to a banker. Upon 
examining the accounts you find that this amount is made up of the fol- 
lowing items : 

Trade Accounts Receivable $175,000 

Advances on Merchandise Purchased 5,000 

Cash Advanced to Officers 10,000 

Unpaid Subscriptions to Capital Stock 8,500 

Advances to Traveling Salesmen, for expenses 3^ 

Consignees* accounts (full selling price of goods shipped 

on consignment, credited to sales) 7,500 

Claims against Railroad and Express Companies 1 ,750 

Inrcstments in other companies 8,000 
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Although the controlling account with Accounts Receivable stands deb- 
ited with $175,000 in the General Ledger, you learn that the sum of the 
individual debit balances in the Sales Ledger is $190,000, and that the 
sum of the individual credit balances in the Sales Ledger amounts to 
$15,000. 

(a) You are asked to criticize the treatment of these items, stating such 
adjustments as it would be "advisable to make in preparing the operating 
and financial statements, and to show exactly how the several items should 
appear in the financial statement. 

(h) Would you recommend that a corrected copy of the financial state- 
ment be given the banker? 

(c) Assume that upon further investigation you discovered that the 
company had not charged off any accounts as bad debts during the six 
years that it has been in business, and that no provision has been made 
for absorbing such losses through a Reserve for Bad Debts account. 

Outline procedure for verifying the accuracy of the accounts and for 
classifying them according to the possibility of collection. Give such 
a statement as you would include in your certificate to cover this condition 
of affairs. ^ (Wis., April, 1918.) 

30. In auditing the books of a concern you detect the following: A' 
customer paid $100 in currency on account of a debt and returned $10 
worth of merchandise. The entry in the Cash Book records a receipt of 
only $90 and the return book a return of $20. The money not properly 
accounted for was taken by the bookkeeper. In reporting these facts, 
state where in this transaction you find a defalcation, a fraud committed, 
or an embezzlement. (N. Y., June, 1913.) 

31. State briefly what you \vould do if an item of accounts which are 
stated as total of $570,000, comprises the following accounts : 

Customers' regular open accounts, $325,000; due from officers and 
employees, $30,000; due on capital stock of subscriptions by employees, 
wliich are being liquidated out of dividends, $175,000; advance payments 
on account of merchandise purchased, $30,000 ; bonds of another company 
taken in settlement of accounts receivable and maturing October 31, 1913, 
$10,000; total, $570,000. (111., May, 1914.) 

32. In the books of a manufacturing corporation whose accounts you 
are investigating for creditors, you learn from outside sources that ac- 
counts assigned to a discount company have been concealed. Explain 
how this may have been done and the methods you would pursue to detect 
it. (N. Y., June, 1913.) 

33. The term Accounts Receivable may include items of diverse char- 
acter. Mention six different kinds and describe how you would classify 
and arrange them on a Balance Sheet submitted to a banker as a basis 
for credit. (N. Y., Jan., 1916.) 

34. Describe and illustrate at least three forms of Ledgers adapted to 
customers' accounts, and state the form you prefer for some specific class 
of accounts. (N. Y., June, 1900; 111., May, 1904.) 
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36. In auditing the accounts of a business where Accounts Receivable 
are kept in a sub-ledger, with a proper controlling account in the Greneral 
Ledger, give your opinion as to the extent to which the sub-ledger should 
be checked under various circumstances. (Fla., July, 1909; Va., Nov., 
1910.*) 

36. Describe two forms of Sales Ledger and the process of entering 
the sales in each. Explain the advantages of each form. (N. Y., June, 
1899.) 

37. Give several methods of keeping the records of petty accounts and 
accounts with infrequent customers. (N. Y., June, 1898*; N. Y., June, 
1902.) 

38. A large firm has 1,100 customers' accounts, nearly 200 creditors' 
accounts. You are instructed to install a system of controlling accounts, 
providing for a City Customers' Ledger, a County Customers' Ledger, a 
Foreign Customers' Ledger and a Creditors' Ledger, (a) Explain the 
theory of controlling accounts, (h) Submit sketch of Cash Book ruling, 
(c) Submit sketch of Journal ruling showing transfer of an entry from 
County Customers' Ledger to City Customers' Ledger. 

(Cal., May, 1916.) 

39. By what rule would you average accounts? Give an example. 
(Pa., Nov., 1900.) 

40. Give a rule averaging the maturity of the balance of an account 
containing items of various dates on each side. (N. Y., June, 1898; Pa., 
Nov., 1901.*) 

41. Give a rule for averaging an account not yet due, for the purpose 
of settling by note. (N. Y., June, 1900; Pa., Nov., 1901.*) 

42. What is meant by equation of payments? (Cal., June, 1904.) 

43. In auditing the books of a corporation you find that certain 
ofiicers, apparently without any authorization, are indebted heavily to the 
corporation. How would you proceed in such cumcumstances ? (A. I. of 
A., Nov., 1920.) 

Doubtful Accounts 

44. What is your understanding of the term Reserve for Bad and 
Doubtful Debts, and how would you establish it upon the Ledger? (111., 
May, 1910; N. D., Aug., 1917; Mass., Oct., 1917.*) 

45. In the Balance Sheet of a corporation how should the Reserve 
against Estimated Loss on Accounts Receivable be stated? (N. Y., June, 
1898*; 111., May, 1910*; Mass., June, 1910*; 111., May, 1912; Va., Oct., 
1912*; N. D., Aug., 1917*; Mass., Oct., 1917*; Ohio, Nov., 1917.*) 

46. In what ways may bad or doubtful debts be disposed of at the 
close of a fiscal period? (N. Y., Jan., 1897; N. Y., Dec, 1898*; Cal., 
June, 1904*; N. J., 1904-1909*; N. Y., Jan., 1911*; Va., Oct., 1912*; 
Mass., Oct., 1917.*) 
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47. What means should an auditor use to classify the sundry debtors as 
goody doubtful, or uncoUectable ? (N. Y., Dec, 1896*; N. Y., June, 
1898»; N. Y., Jan., 1902»; Fla., April, 1907»; N. Y., June, 1907; Fla., 
April, 1908*; N. J., 1904-1909*; Va., Oct., 1912.*) 

48. What verification would you make of the Reserve for Bad Debts? 
(N. C, Aug., 1917.) 

49. Give your opinion and reasons whether in arriving at a proper 
amount as a Reserve for Bad Debts, the length of credit should be taken 
into account and why. (Mich., June, 1908.) 

50. In passing upon bad debts, how would you state them in reports? 
(lU., May, 1905.) 

51. Frame any entries necessary to record the action of the directors 
as it appears in the minutes of the meeting. The treasurer reported that 
he had an offer of $1,000 in settlement of a debt of $3,000 of the A B C 
Company, which has been written off as irrecover-'ble in 1914. He was 
authorized to accept the same in full settlement. (A. I. of A., Nov., 
1917.) 

52. State briefly your duties as an auditor in reference to 'doubtful 
debts. (Wash., Aug., 1908; N. Y., June, 1909*; Mich., June, 1912.*) 

53. How would you, as auditor, proceed to establish a Reserve for Un- 
collectable Accounts after having reviewed the schedule of amounts due 
from customers? Give reasons. (N. Y., June, 1918; N. Y., Jan., 1920.*) 

54. How would you arrive at the reserve to be made for possible losses 
on accounts, the collection of which is doubtful? (La., May, 1913.) 

55. By what means should the auditor satisfy himself that a sufficient 
sum has been set aside from profits to meet possible bad debts? (N. Y., 
June, 1904; Mich., June, 1912*; Mich., Dec, 1916*; 111., May, 1917.*) 

56. In the preparation of a Balance Sheet explain the basis upon which 
you would ascertain that Reserve for Bad Debts was properly valued. 
(Wis., April, 1914; Ohio, Nov., 1916.*) 

57. State briefly what you would do if Reserve for Bad and Doubtful 
Accounts Receivable amounting to $10,000 is insufficient to the extent of 
some $15,000 and is stated on the liability side of the Balance Sheet among 
Accounts Payable. (111., May, 1914.) 

58. In closing the books of a firm it is found that the Accounts Receiv- 
able include $5,000 of worthless accounts and $10,000 of doubtful ac- 
counts. The firm decides to deduct from the gi-oss profits $15,000 for 
these items. What would you consider the best method of carrying these 
items on the General Ledger? (N. Y., June, 1908.) 

59. What entries would you make in the case of the collection of a 
doubtful account, for which a reserve has been previously set up ? (N. C, 
June, 1916.) 

60. The bad debt losses of the A W Company are very heavy and 
vary to a considerable extent between years. What method would you 
recommend to provide for the losses? (111., May, 1915.) 
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61. Formulate the Journal entries to express fully the following trans- 
action: The annulling of a personal account as uncollectable. (Wash., 
May, 1903.) 

62. How would you treat in the accounts, Accounts Receivable in 
Suspense? (Cal., Nov., 1916.) 

63. On which side of the Ledger should the balance of the Suspense 
Accounts Receivable appear? (Mo., Dec, 1914.) 

64. In the examination of a business you will find that all past due Ac- 
counts Receivable are promptly charged to a Suspense account and the 
Suspense account is plainly stated on the Balance Sheet among the 
assets. Do you consider this satisfactory? Or what form of account 
would you recommend should be set up to care for such items? (111., 
Nov., 1908.) 

65. Explain fully in what way, if at all, the estimated losses in realiza- 
tion of trading assets should enter into the Trading and Profit and Loss 
statements of a grocery business, with reasons for inclusion or exclusion. 
(Mass., June, 1913.) 

66. The Blue Ribbon Jewelry Company takes an inventory of stock 
preparatory to closing the books at the end of the year. If called in as 
auditor, how would you treat the deduction by the Blue Ribbon Jewelry 
Company of $15,000 from the total of its inventory, as representing doubt- 
ful and uncollectable accounts? (N. T., June, 1918.) 

Accounts Payable 

67. In the course of a Balance Sheet audit state how you would proceed 
to verify the correctness of the Accounts Payable. (N. Y., Dec, 1897*; 
Pa., Nov., 1906* ; Mass., June, 1910 ; N. Y., Jan., 1914* ; Kan., Dec, 1915* ; 
Mo., Dec, 1915*; N. Y., Jan., 1916*; N. C, Nov., 1916*; N. D., Aug., 
1917*; N. C, Aug., 1917*; N. C, Nov., 1918*; Ohio, Oct., 1919; N. C, 
June, 1920.») 

68. To what extent would you consider it necessary to verify the Ac- 
counts Payable, and what references to such verification would you make 
in your report? (Mass., June, 1913.) 

69. In the preparation of a Balance Sheet explain the basis upon which 
you would ascertain that Accounts Payable were properly valued. (Wis., 
April, 1914; Ohio, Nov., 1916.) 

70. In what section of the Balance Sheet and in what order would you 
show the Accounts Payable? (A. I. of A., Nov., 1919.) 

71. Why should indebtedness to employees and indebtedness to other 
creditors be shown separately on financial statements? Give reasons. 
(N. Y., June, 1914; N. Y., June, 1918*; N. Y., Jan., 1920.») 

72. Define: Purchase Ledger. (Wash., June, 1915.) 

73. Show the form of a Purchase Ledger for a mercantile concern and 
state whether you would recommend the use of a bound or loose-leaf book, 
giving reason. (N. Y., Feb., 1910.) 
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74. Describe at least four methods, with forms, for recording invoices 
payable and state your preference. (N. Y., June, 1914.) 

75. Describe a method of recording purchases that will obviate the 
necessity of keeping individual creditors' accounts. (Mo., Dec, 1913.) 

76. What do you understand by a self -balancing Purchase Ledger? 
Describe fully the method of keeping it. (N. Y., Oct., 1907.) 

77. State what is indicated by the Purchase Ledger account (a) when 
the account shows a debit balance, (b) when the account shows a credit 
balance. Explain fully. (N. Y., Jan., 1900.) 

78. On which side of the Ledger should the balance of the Customers' 
Deposits account appear? (Mo., Dec, 1914.) 

79. A corporation in closing its fiscal year has some 60 items of cur- 
rent liabilities which it enters on its books as follows: 

(Sundry Accounts) 53,827.34 

Accounts Payable 53,827.34 

On the first day of the new year, the bookkeeper makes the following 
entry : 

Accounts Payable 53,827.34 

(Sundry Accounts) 53,827.34 

How should an auditor deal with the condition? 

(Mass., June, 1912.) 
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PROBLEMS 

PERSONAL ACCOUNTS 

1. On June 1, 1916, Wui. Smith bought a small manufacturiiiij: 
business for a cash consideration of $25,000. He received the followinii- 
assets free and clear of all liabilities: 

Machinery which cost $15,000 and which was considered as worth 
$12,000; lumber which cost $;5,000 and which would be worth $6,000 at 
the market prices then prevailing;. 

Other raw material which was worth $2,000 at cost and at market. 

Mr. Smith was not to receive any interest in the accounts receivable 
(which had a total face value of $8,000) but as an accommodation, he 
undertook to collect them for the former owners, and bv ao:reement he was 
to make an accounting to them on August 1, 1916. 

Between June 1 and August 1, 1916, no regular books were kept, and 
at the latter date Mr. Smith asks you to open a simple set of books which 
will record the totals of his transactions to date. He also asks you to 
prepare a Balance Sheet and a statement to be submitted to the former 
owners. 

He is able to supply you Avith the following information from 
memoranda he has kept: 

Cash Collections, on Old Accounts Receivable $6,500 

On New Accounts Receivable 6,000 

Cash Disbursements, Wages 2,000 

Other Factory Expenses ^ 300 

Paid former owners, on account 3,000 

Collection expenses on old accounts 50 

Material Purchases 6,000 

Open items at August 1, 1910: 

Old accounts receivable uncollected 1,350 

New Accounts receivable uncollected 6.925 

Factory Expenses unpaid 12.1 

Material bills unpaid 1,700 

Cash on Hand, August 1, 1916 725 

Material on hand, August 1, 1916, at market price $ 1,8')'). at cost 5,500 

From the above information prepare the Journal entries necessary to 
record the transactions to date and a Balance Sheet at August 1, 1916. 

(111., May, 1917.) 

2. In auditing an account the auditor finds that Robert Brown had 
bought a bill of goods amounting to $r)00. payable on August 10, less 2 
])er cent. lie had, however, made ])nynienls tliereon as follows: June 2, 
$100; June 15, $100; July 3, $100, 
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On what date would he be required to make payment of the remaining: 
$200 to entitle him to the 2 per cent discount under the original terms of 
sale? (N. Y., June, 1908.) 

3. What is the equated time for the payment of the balance of the fol- 
lowing account (30 days to the month and 6 per cent per annum)? 

Henry M. Doremus 



Debits 




1904 

Mar. 16, Merchandise 4 months. $444. 57 
Mar. 30, Merchandise 60 days . . 376 .82 
Apr. 20, Merchandise 30 days.. 712.19 
May 17, Merchandise 4 months 628.75 
May 28, Merchandi.se 4 months 419.31 



1904 

July 1, Cash $400.00 

July 20. Cash 375.00 

Aug. 16, Cash 700.00 

Aug. 30, Cash 600.00 



Henry M. Doremus desires to settle the above account on September 13, 
1904. What amount of money shall he pay? (N. J., 1904-1909.) 

4. If you owe the same person $200 due in three months, and $400 due 
in six months, and wish to pay both debts at the same time, when should 
it be paid that neither party will gain or lose interest? 

(Md., Oct., 1903.) 

5. What is the average (equated) date of the following: 

(a) $114 due April 10; $140 due April 26; $320 due May 22; $976 
due June 6? 

(6) June 3, $375 on 30 days' time; June 28, $420 on 60 days' time; 
July 16, $560 on 4 months' time; September 4, $228 on 90 days' time? 

(c) Dr., May 16, $437; Cr., May 23, $400; Dr., May 31, $324; Cr., 
June 16, $300? (Cal., June, 1904; Mich., July, 1909.) 

6. Find the average (equated) date of payment of the following: 



April 5, 1906, to Merchandise. . . $415 
May 21, 1906. to Merchandise. . 327 



May 4, 1906, by Cash $275 

May 15, 1906, by Cash 112 



(Colo., Dec, 1913.) 

7. "A" bought goods of "B" as follows : 

May 4, 30 days $800 

May 30, 2 months 500 

June 8 400 

June 20 300 

July 1, "A" gave a note for sixty days drawing interest at 6 per cent 
and dated at the average due date. Write the note. 

(Mich., June, 1915; W. Va., May, 1919.) 

8. The copartnership of Kimball, Bagley, and Pettey find they have 
merchandise on hand December 31, 1903, that cost $8,724 and is inven- 
toried by them at a 10 per cent advance; they also have unexpired pre- 



PERSONAL ACCOUNTS 



G5 



miums on insurance amounting to $46.74, and accrued interest on notes 
receivable amounting to $232.40 not entered on the books ; and owe interest 
on note for $4,000 for 9 months at 5 per cent, payable to Wm. C. 
Bagley. The articles of copartnership provide that 4 per cent shall be paid 
each partner on his investment, and in event of partners' drawing for 
personal use they are to pay 6 per cent for such money so drawn, using 
average date. Profits are to be divided in the following proportion: Jas. 
H. Kimball, 45 per cent; Wm. C. Bagley, 32 per cent; Geo. R. Pettey, 
23 per cent. 

The trial balance of the firm and its partners' accounts on the books are 
as follows: 



(t 



tt 
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Jas. H. Kimball, Investment Account 
Wm. C. Bagley 
Geo. R. Pettey 

Merchandise 

Expense 

Insurance 

Freight, Cartage and Express. 

Salaries 

Clerk Hire 

Telegraph and Telephone 

Accounts Receivable 

Notes Receivable 

Notes Payable, 

Accounts Payable 

Interest and Discount 

Jas. H. Kimball Drawing Accoimt 
Wm. C. Bagley 
Geo. R. Pettey " 

Returns and Allowanc(»s 

Sales 

Cash 



(t 



Jas. H. Kimball, Drawing Account: 

March 10th, withdrew 

June 22nd, withdrew 

July 15th, paid in 

October 1st, withdrew 

November 1st, withdrew 

December 29th, withdrew 

Wm. C. Bagley, Drawing Account: 

June 1st, withdrew 

September 20th, withdrew 

December 1st, paid in 

Geo. R. Pettey, Drawing Account : 

April Ist, withdrew 

July 1st, withdrew 

October 1st, withdrew 

December 31st, withdrew 



Debits 



$40,425.00 

1,147.26 

162.50 

7,458.98 

4.000.00 

2,250.00 

311.44 

27,816.42 

8,640.00 



1,118.36 
3.750.00 

1,425.00 
1,186.79 

1,648.10 



$101,339.85 



$1,650.00 
1,725.00 

2,000.00 

1,000.00 

375.00 

2,000.00 
1,000.00 



356.25 
356.25 
356.25 
356.25 



Credits 



$12,675.00 
9,410.15 
8,011.05 



10,000.00 
2,692.65 



1,000.00 



57,551.00 



$101,339.85 



$3,000.00 



4,000.00 



Prepare from the foregoing an Income account and Balance Sheet. 

(111., Nov., 1903.) 



(Jf) 
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9. "A" in London, in current account with '*B" of New York, engages 
an accountant to prepare a statement, to be mailed to "B," from the 
following data: 



Debits 



Credits 



1914 

May 12 £750 

May 30 117 

June 12 340 

July 1 150 

£1,357 



1914 
June 10, 
June 30 
Balance. 



£500 
300 
557 



£1,357 



Balance £557 



Find the average due date of the account and the interest at 5 per cent 
to July 1, 365 days to the year. 

(N. Y., June, 1915) 

10. Find the due date of Ihe balance of the following account, and what 
amount Avill be required to settle it on the 1st day of Mny, 1910, interest 
being charged at the rate of 6% per annum. 



1909 
Jan. 1 
Jan. 20 
Feb. 1 
Feb. 20 



Mdse., 30da $800.00 

Mdse., 30da 500.00 

Mdse., 30 da 700.00 

Mdse., 30 da 600.00 



1909 

Feb. 1 Cash $500.00 

Nov. 15 Cash 275.00 



(C.A., Man., May, 1910.) 
11. What is the average date of the following account? 

James Henderson 



Mar. 9 Mdse $300.00 

May 12 Mdse 474.00 

June 19 Mdse 564.00 



Mar. 20 Cash $247.00 

May 14 Cash 400.00 

July 10 Cash 260.00 



(Md., Jan., 1909.) 

12. A. B. & Co., of Chicago, supply goods to D. D. & Co., of Bloom- 
ington, at various dates, and the latter offers a four-months' note with 
interest at 5 per cent added to the note from average date; the invoices 
are as follows : 

August 14, 1911 $2,700.00 

September 5, 1911 3,950.00 

October 17, 1911 1,290.00 

November 12, 1911 780.00 



Draw up the note, dating it at the average date. 



(111., Dec, 1910.) 



CHAPTER IV 

PLANT AND EQUIPMENT 

Valuation of Plant and Equipment — The rule for the valuation of the 
fixed assets of a going concern is to evaluate them at cost less depreciation/ 
The term "cost" here means nil the expenses incurred up to the time that 
the asset is ready for use. 

If a fixed asset is purchased, the cost at which it may be capitalized 
includes the cash paid, or the present value and issuing expenses of 
securities issued therefor/ insurance during transit, freight, duty, drayage, 
installation charges,* and repairs and improvements necessary to render 
the asset suitable for the intended purposes/ When securities are issued 
for fixed assets, the valuation thereon placed by the directors must be 
accepted, in absence of proof of fraud/ 

If a fixed asset is constructed by the firm, it should be capitalized at a 
cost which includes material, labor, a fair share of the overhead, architects' 
fees, permits and license charges, interest on borrowed moneys and in- 
surance during construction, accidents and injuries to workmen doing 
construction work, easements, damages, strike costs, bonuses given to 
secure possession of site, etc/ Some accountants will not allow any of the 
discount on bonds, the receipts from which were used during the construc- 
tion period, to be capitalized/ However, as discount on bonds is (element 
of risk ignored) an advance payment on bond interest, the amount thereof 
which should be amortized during the construction period should be capi- 
talized/ As the expenses of issuing bonds have the same nature as bond 
discount," the amount thereof amortized during the construction period 
should be capitalized. 

If the cost to construct the asset is less than its market price, no profit 
has been made,*only a saving in capital investment has been effected, and 
the asset must be valued at cost/* If the cost exceeds the market price, 
the asset should be booked at market and the excess charged against the 
current net profits/* 

Depreciation of Fixed Assets — The calculation of depreciation and the 
use of the plant ledger is discussed in Chapter XV, Volume I. Because 
of the very diverse rates of depreciation on fixed assets, each class of fixed 
assets should be in a separate account. 

The accounting point that building sites do not depreciate," although 
not always observed,^* is important because depreciation of fixed assets 



*For explanation of superior figures see page 307. 

67 



68 C. P. A. ACCOUNTING 

must be booked, while fluctuations in the market value either up or down 
should not affect the book valuation of fixed assets." 

Depreciation is usually ignored in the valuation of hand tools, for, when 
the periodical physical inventories are valued at cost and all losses so 
shown are charged to expense, the valuations will be substantially correct." 
Another method of handling small tools is to charge them to expense as 
issued and ignore them at inventorying time.^" Still another method is to 
carry the tools as an asset at a conservative valuation for an ordinary 
stock, and then to charge all tools issued to expense. 

Conservatism leads firms, especially financial institutions, to write off 
the value of furniture and fixtures to a nominal amount, a practice faulty 
theoretically, but practically commendable." Depreciation rates are high 
on furniture, ranging from ten to twenty per cent, because of the very 
small scrap value which can be realized." 

Delivery equipment should be periodically inventoried as a check on 
the calculation of depreciation.** In some industries it is feasible to 
charge the customers with a fair cost of the carrier or container, with 
privilege of a refund, dependent upon the condition of the carrier.** 
Where applicable, this practice is good, but it requires the maintenance 
of an adequate redemption fund." 

The calculation of depreciation on patterns, lasts, molds, dies, drawings, 
electrotypes, wood cuts, forms, models, etc., is greatly complicated by the 
factor of obsolescence, so they should be considered as a cost of the par- 
ticular job for which they were made, unless they will, in all probability, 
be used again, in which case they can be capitalized, subject to a very 
liberal periodic depreciation rate.** 

Rearrangement of Machinery — The cost of rearranging the factors of 
production so that the production capacity is increased or the unit cost 
of output is decreased, should not be charged to the current profit and 
loss account." As these rearrangement costs should be written off much 
more rapidly than the machinery, they should be charged to the "rear- 
rangement costs of machinery" account instead of to the machinery 
account, and written off over the estimated life of the savings effected." 

Donated Land — A contingent gift of land cannot be booked during the 
life of the contingency, unless it is offset by a special reserve account for 
the same amount, which would be deducted from it in the balance sheet.** 
An absolute gift of land should be booked at a fair appraised value and 
credited to a special surplus account,*** which account, after being charged 
with the cost of accepting the gift,*' is available for dividends.** 

Land Bought for Resale — Land purchased for resale is a current rather 
than a fixed asset.** It should be valued at the total cost of bringing it 
into condition for sale.** There is some dispute as to whether interest can 
be added to these costs. It would seem that interest actually paid out 
during the development period should be added,'* but interest which has 
not been paid out should not be regarded as a cost.** Unsold lots should 
be valued at cost." As the lots are not of equal value, the proper method 
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of prorating this cost to the individual lot is to use the following ratio: 
cost of one lot is to the total cost of all the lots as the proposed selling 
price of that lot is to the total proposed selling price of all the lots.** 

Sale of Fixed Assets — ^A sale of a fixed asset should not be credited to 
the regular sales account.'' When a sale of fixed assets occurs, the accrued 
depreciation should be charged to the depreciation expense account and 
credited to the reserve for depreciation account,** the part of the deprecia- 
tion reserve applicable to the assets disposed of should be transferred to 
the asset accounts,'^ the cash account should be debited and the asset 
accounts credited for the amount received for the assets,** and finally the 
loss or gain on the transaction should be transferred into the profit and 
loss account,* or directly into the surplus account.* As loss or gain was 
caused by an under- or over-allowance for depreciation in the past 
periods,^ it seems preferable to close the balance directly to surplus. 
Such surplus can be legally distributed as dividends, although to do so 
is apt to give the stockholders a false impression* 

Appreciation — ^Appreciation is the accretion of value to fixed assets due 
to changes in market conditions.* A few accountants stress the value of 
balance sheets showing the actual values and favor booking appreciation,* 
but the majority looks on appreciation as an unrealized profit and dis- 
approves of its being booked.* A footnote to the balance sheet will 
usually suf&ce to show that certain fixed assets have appreciated.* If 
appreciation were booked, it would be credited to a special surplus ac- 
count.*' Such surplus should not be distributed as dividends,* although 
it most likelv is not illegal to do so* 

The debit for the appreciation may be made to a special asset account,* 
to the reserve for depreciation account, or to the ordinary asset account. 
As the value of the asset and the amount of the depreciation reserve should 
have some ratio to each other, if the time element is known, it seems 
preferable to adjust the fixed asset to the replacement value it would have 
if it were new, and then to adjust the reserve for depreciation so it will 
reduce the asset to its present appraised value." 

Hire-purchase Agreement — The hire-purchase agreement is a purchase 
of fixed assets on an installment plan,** by which a certain number of 
payments is made before title to the property is transferred." The chief 
accounting problem is the allocating of the proper portions of the periodic 
payments to capital and revenue expenditures.** If the cash price of the 
property is ascertained and a reasonable rate of interest assumed, the 
proper division can be made through the medium of installment loan 
tables." 

In booking the periodic payments, the portion representing interest 
charges may be debited to interest expense account and the remainder 
charged to the "equity in equipment purchased under hire-purchase agree- 
ment" account." If it is desired to show the whole transaction on the 
books, the equipment should be booked at cash price and the amount of 
interest included in the purchase price should be set up as a deferred 
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charge to income, the two assets being offset by the setting up of the con- 
tractual liability." Then at the time of each periodic payment the con- 
tractual liability should be debited and cash credited, and a rateable pro- 
portion of the deferred charge should be written off to the interest ex- 
pense account." When the whole transaction is booked, it is customary 
to deduct from the cash value of the asset the difference between the unpaid 
installments and the deferred interest." 

Wasting Assets — Wasting assets are fixed assets which are subject to 
depletion** and depreciation.** The law permits companies having wast- 
ing assets of coal, gold, stone, oil, timber, etc., either to disregard deple- 
tion as a cost and thus return a part of the original capital in the form 
of dividends," a procedure which would eliminate liquidating dividends,** 
or to make a depletion charge by debiting profit and loss and crediting 
either a depletion reserve account or the wasting asset account direct." 
The amount of the periodic depletion charge should be that proportion 
of the total cost of the wasting assets that the amount of product worked 
during the period is to the total estimated amount of product owned." 

Cash Discounts on Capital Expenditures — Cash discounts allowed on 
purchases of fixed assets are usually deducted from the invoice cost of the 
asset.** 

Maintenance — Maintenance is the process of caring for property so 
that its function is preserved in operating condition.*' Maintenance is 
sometimes made to include depreciation,** but this practice seems 
fallacious.* 

Repairs, Renewals, Replacements^ Additions, and Betterments — ^Re- 
placements designate the removal of a worn out asset and the purchase of 
a new asset.'* Repairs and renewals differ chiefly in extent," viz., repairs 
and renewals may be defined as replacements of a part of a unit and of 
a whole unit, respectively." If the purchased asset has more value than 
the replaced asset had originally, the difference should be called an im- 
provement or betterment." Additions are amounts expended for fixed 
assets which do not replace any previously owned assets.'* 

As repairs do not increase the estimated life of the asset, they should 
be charged to profit and loss. Unless the repairs naturally amount annu- 
ally to a fairly constant sum, a "reserve for repairs" account should be 
maintained.'* If repairs have been neglected in the past, the cost of the 
accumulated repairs should not be treated as a deferred charge to income. 
Instead, the cost should be charged to the "reserve for repairs" account, 
if such an account is maintained. Otherwise, it should be charged directly 
to surplus. The accounting for repairs is complicated by the fact that it 
is difficult to know whether the expenditure is entirely for repairs or 
whether it also includes a betterment.'* Usually expenditures under a set 
amount are treated as repairs regardless of their character, and larger 
expenditures apportioned between the repair and betterment elements." 

As renewals affect assets as units, the betterment element does not cause 
as much trouble as in the case of repairs. The worn out asset should be 
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credited to the proper asset account, the entries being similar to those 
given above under the caption "sale of fixed assets^" and, when the new 
asset is purchased the proper fixed asset account should be debited and 
the cash account credited. 

Audit of Fixed Assets — In auditing fixed assets, the auditor should 
Terify all the original entries on the books, supported by land contracts, 
deeds, abstracts of title, surveys, tax receipts, and proceedings of the 
stockholders or boards of directors." Instead of examining the deeds to 
the lands himself, the auditor should secure from a title company or an 
attorney a certificate as to the record owner on the day of the balance 
sheet,'* together with a list of any liens standing against the property. 
The auditor should see that repairs are not charged to capital accounts, 
and that the real estate used in the business is differentiated from other 
real estate." While the auditor is not an appraiser, he must see that the 
assets are not overvalued" and that proper provision has been made for 
depreciation.** A schedule showing the location, measurements, tax assess- 
ments, and book and cost valuations of properties owned should be pre- 
pared." While a partnership cannot have legal title to real estate,"* it 
can have equitable title, and the auditor should ascertain that the legal 
owner of partnership real estate has furnished either a statement to the 
effect that he is holding the property in trust, or a quit-claijn of the un- 
divided interests to the other partners." The auditor usually analyzes 
the principal fixed asset accounts.^ An examination should be made of 
the authorization of capital expenditures made in the period under audit.* 
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QUESTIONS 

plant and equipment 

Real Estate 

1. Describe fully the Real Estate account showing what 'entry may 
be made on each side and what disposition should be made of the balance. 
(N. Y., Jan., 1897*; N. Y., June, 1898.) 

2. What are the functions of a Real Estate account? (N. Y., Jan., 
1897.) 

3. Give your views as to the better way of carrying property accounts 
in a manufacturing business, whether at cost or market value. Give also 
the manner of treating depreciation under each method. (111., May, 1905.) 

4. How would you arrive at the value of the real estate? (N. Y., Dec., 
1898*; Pa., May, 1902; N. Y., Feb., 1910*; Va., Oct., 1912*; III, May, 
1914.*) 

5. What means should be employed to verify the value of Unimproved 
Real Estate? (N. Y., Jan., 1907.) 

6. State briefly what you would do if included in the item "Real Estate, 
Plant and Equipment" is the sum of $25,000 representing the cost of 
certain improved real estate, with interest and taxes thereon, which the 
company had purchased seven years previous for the purpose of building 
a branch factory, which project had been abandoned. (111., May, 1914.) 

7. A concern owns a parcel of real estate which cost it $500,000. There 
is a purchase money obligation on it of $350,000. You are asked to enter 
the same in the Balance Sheet as $350,000 net. Would you comply with 
this request? Give reasons for your answer. (N. Y., Oct., 1907; R. I., 
Dec., 1907; Ohio, Nov., 1917.) 

8. Describe in detail the method that should be used to verify the 
securities representing the investments of a company under audit in the 
ease of Real Estate. (Mich., June, 1912.) 

9. Explain fully in what way, if at all, the Profit on Sale of Real 
Estate should enter into the Trading and Profit and Loss statements of a 
mercantile concern. Give reasons for including or excluding. (Fla., April, 
1908*; N. Y., Jan., 1911; Mass., June, 1913; Kan., May, 1916; Mass., 
Oct., 1917.*) 

10. How would you treat the Losses on Sale of Capital Assets in the 
Balance Sheet of a company you were auditing? (111., May, 1914.) 
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11. To what extent would you consider it necessary to verify the Real 
Estate, and what reference to such verification would you make in your 
report t (Mass., June, 1913.) 

12. Give a brief outline of the procedure you would adopt to verify the 
Real Estate. (N. Y., June, 1900* ; N. Y., June, 1909* ; 111., May, 1914* ; 
Wash., June, 1915* ; Kan., Dec., 1915 ; Mo., Dec., 1915 ; Kan., May, 1916* ; 
111., May, 1916*; N. C, June, 1916*; 111., Dec., 1916*; N. C, Aug., 1917.*) 

13. In auditing the accounts of a copartnership you find that the Real 
Estate account includes two pieces of property, the titles of which stand in 
the names of individual partners. What position would you take in 
regard to such items? (A. I. of A., May, 1920.) 

14. If you were employed to make an audit for the period of one year, 
what verification would you make of the fixed assets of the company 
which had been purchased several years previously? (N. C, Aug., 1917.) 

Plant 

15. Explain the meaning and use of the Plant account. (La., May, 
1913.) 

16. State the object of the Plant account. (N. Y., Dec., 1898.) 

17. State whether a new plant purchased should be charged to Capital 
account or to Revenue account. (N. Y., June, 1898.) 

18. What is the best method of carrying additions to plant on the 
books of a manufacturing corporation? Give reasons for answer. (111., 
I^ov., 1903.) 

19. What steps would you take to audit the payments for an addition 
to a manufacturing plant? (Mass., April, 1911.) 

20. What evidence would you consider satisfactory for the correctness 
of the Additions to Plant? (N. C, Nov., 1919.) 

21. What methods should an auditor employ in determining the value 
of Additions to Plant account? (Pa., Nov., 1906; N. Y., June, 1911; 
111., Dec., 1918.*) 

22. If in auditing the accounts of a power company you found included 
in with other revenues an amount covering a charge to contractors for 
estimated loss on account of delay in completing new buildings or installing 
new machinery, would you consider it a proper entry and what would be 
your duty under the circumstances? (Mich., June, 1910.) 

23. When Plant and Deferred Asset accounts are increasing, should 
n auditor attempt to ascertain whether or not production is increasing to 

the same relative extent? (A. I. of A., May, 1919.) 

24. In the audit of a manufacturing concern, to what extent and for 
what purposes would you investigate expenditures which had been charged 
to Plant and Equipment account? (Wis., May, 1916.) 

25. How can an auditor satisfy himself that the plant is listed at proper 
valuation in a statempnf of condition? (Mass., A])ril, 1911.) 
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26. In auditing the accounts of a textile manufacturing company, how 
would you verify the existence of, and satisfy yourself as to, the values 
appearing in the Balance Sheet, placed upon the plant? (111., May, 1914.) 

27. The North and South Railroad Company has demolished its old 
wooden station at a certain city on its line and has erected in its place a 
larger and more ornate structure of brick and stone at a cost of $100,000 
in excess of the book value of the old building, after deducting the salvage. 
Bearing in mind that this expenditure of $100,000 does not materially 
increase the earning capacity nor decrease the operating expenses of the 
company, what disposition should be made of this item in the accounts? 
State the general principles that should govern an accountant in dealing 
with this class of expenditure, whether occurring in a railroad or any other 
property? (Pa., Nov., 1909; N. Y., June, 1918.*) 

28. In auditing the books of a manufacturing business you find that 
before manufacturing was commenced considerable sums w^ere charged to 
Plant account for salaries, rent, and labor. Give your opinion as to 
whether or not such charges could, under any circumstances, be correct, 
and, if they could, explain such circumstances. State another method of 
dealing with such items. (Fia., July, 1909.) 

29. You are, for the first time, auditing the books of a paper-manufac- 
tuving corporation, and on making an analysis of the Plant account you 
find the following: condition: 



Balance Jan. 1, 1911 

Lr» Part of operating loss from Jan. 1, 1911, to 
Dec. 31, 1915 

[The operating loss, it is explained, was due to 
experiments and other causes incident to start- 
ing the plant and getting an organization to- 
gether] 

Discount on bonds 

Interest on bonds 

Expense in re bond issue 

Additions and improvements to Dec. 31, 1915. 

Forwarded 

Cr, Difference between par value and amount paid 
for stock purchased from a dissatisfied stock- 
holder 

Ledger balance of plant a/r, Deo. 31, 1915 



$280,000 



24,000 

11,500 

1.200 

210,000 



$380,000 



520,700 
$900,700 



20,000 
$880,700 



In your opinion, which of these entries, if any, should be taken out of 
Plant account, and to what account should they go? On bringing the con- 
ditions as above stated to the attention of the board of directors of the 
corporation, they advise you that it is their desire to have the account 
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stand on the books in its present shape. What comments, if any, would 
you make in your report on the audit? (Va., Nov., 1918.) 

30. A lumber mill owinj>: to slack business stops manufacturing but not 
selling. During: the period of shut down the mill is almost entirely re- 
built; the old machinery thoroughly overhauled; new and additional ma- 
chinery added and an entire and more efficient rearrangement of the 
entire plant made. The plant has been reduced by the following deprecia- 
tions: On buildings 10 per cent per annum on the original cost; on 
machinery 6 per cent per annum on the original cost. 

You as auditor for the company are asked to advise to what accounts 
the costs of rebuilding, of overiuuiling, and of the additions are to be 
charged. Give your answer, stating fully your reasons. 

Also advise as to when in your opinion depreciation should be taken 
into consideration on the rean-anged plant if active operations are not 
resumed for six months after the completion of the changes. 

(Wash., Nov., 1913.) 

Land 

yy 31. What would you consider satisfactoi-y evidence of the correctness 
^X^nd propriety of expenditures of Land Purchased? (A. I. of A., May, 
1918.) 

^ 32. What is the rule for valuation of land for Balance Sheet purposes? 
MCal., May, 1916; Ohio, Oct., 1919.*) 

33. Upon what basis should the following asset be valued : Land when 
used for a factory site, when purchased as an investment, and when pur- 
chased for subdivision and sale? (Cal., Nov., 1916.) 

34. (a) How should land donated to a factory conditionally be 
treated on the books before title is acquired? (b) How after conditions are 
met and title acquired? Discuss different methods and state your i)rofer- 
ence and reasons for it. (111., Nov., 1908*; Minn., Oct., 1910; Cal., Nov., 
1916.*) 

35. How would you verifv the Land Owned in making a Balance Sheet 
audit? (Mass., Oct., 1914;' Ohio, Nov., 1915.) 

36. The plant of a manufacturing corporation is situated on land which 
it purchased several years ago at $50 per acre. Recently, property ad- 
jacent thereto and throughout the neighboring district, has been changing 
ownershii> at prices averaging $550 per acre. The corporation desires to 
shoAV, on its books, increased valuation of its own site at the last named 
fi,i»nres. As only 50 per cent of the subscribed capital has been called up, 
and tliere is no immediate reason for calling up more, it proposes to issue 
to its stockholders, in proportion to their respective holdings, certificates 
of stock for the amount of the appreciation, which will equal the balance 
of the subscription. 

Have you any comment to make* or advice to offer, regarding this pro- 
ceeding: and what entries would you make if the proposed transaction were 
carried into effect? (Wash., May, 1910.) 
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Buildings 

37. Under what heading would you place Buildings? Give other illus- 
trations that may occur to you and reasons for your opinion in this case. 
(111., May, 1908.) 

38. What method should an auditor employ in determining the value 
of buildings? (Pa., Nov., 1916; Ohio, Oct., 1919.*) 

39. A building is owned and operated by a corporation as a public 
^/^ market. You are requested to give a value to the stock. What feature 

Tr^ould you consider if the real estate was worth $250,000 and paid 20 per 
cent, and if the real estate was worth $500,000 and paid 5 per cent? (CaL, 
May, 1916.) 

40. A Madison manufacturing corporation owns buildings in Superior 
that have not been used in the conduct of its business for the past several 
years. How would you show (a) this property in the Balance Sheet; 
(6) taxes and other incidental expenses thereon in the income statement? 
(Wis., April, 1917.) 

41. A corporation is burned out of its factory, and leases other prop- 
erty for a long term of years, at an annual rental of $6,000. Subse- 
quently the owner of the property donates $5,000 in cash to apply on cost 
of fitting up the building for the tenant's use. Make Journal entries cover- 
ing the donation and explain its treatment. (111., May, 1905.) 

42. State in detail what steps you would consider necessary to verify 
the Buildings. (Wash., June, 1915*; Kan., Dec., 1915*; Mo., Dec., 19^15*; 
111., May, 1916.) 

Equipment 

43. Under what heading would you place Machinery? Give other 
illustrations that may occur to you and reasons for your opinion in this 
case. (111., May, 1908.) 

44. How would you arrive at the value of the machinery? (N. Y., 
. / Dec, 1898* ; Pa., May, 1902 ; N. Y., June, 1908* ; N. Y., Feb., 1910* ; 111., 

/ May, 1914*; Cal., May, 1916*; Cal., Nov., 1916.*) 

, 45. How would you treat cash discounts on capital expenditures, such 
■ • as for new machinery? (N. Y., Jan., 191G* ; A. I. of A., May, 1918; A. I. 
of A., May, 1919.) 

46. A company makes machines of a liighly technical nature, which it 

/ rents out but refuses to sell to its customers. These machines, if kept in 

/ good order, are calculated to last almost indefinitely, but say for at least 

. 20 years. They are, on the other hand, liable to be superseded at any time 

by new devices or methods. How would you treat the original capital 
value on the books of the company? Assume that two years* rental would 
in each case liquidate the first cost. (A. I. of A., Nov., 1918.) 

47. A manufacturing concern having increased its capital and invested 
considerable money in new machinery and in the reconstruction of old ma- 
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cliinery, removes to a new location, and charges the cost of moving and 
the reconstruction of its old machinery to one account termed Installation. 
Explain fully how this account should be treated in closing the books of the 
company and give your reasons. (N. Y., June, 1908.) 

48. A corporation having acquired a manufacturing plant, discards, 
shortly after its acquisition, a large portion of the machinery and replaces 
it by machinery of a more modern type, (a) What do you consider is 
the correct method of dealing on the books with the book value of the dis- 
carded machinery? (6) Do you consider that it would be proper for the 
corporation to pay dividends until the book value of the discarded ma- 
chinery had been written off out of profits? Give full reasons for your 
answers. (Wash., Aug., 1908.) 

49. Upon the audit of the partnership accounts of a manufacturing 
business the following condition is revealed: Machinery sold has been 
credited to Merchandise Sales. What would you deduce from these facts 
and what would you feel called upon to do in this instance? (Kan., May, 
1916.) 

50. Where would you place the following account in the Income and 
Profit and Loss Account: Sale of Old Machinery? (Md., Dec., 1917.) 

51. A manufacturing company takes out and sells a quantity of old 
machinery and replaces it by new. What account should be credited with 
the proceeds of the sale? Give reasons. (N. Y., June, 1898.) 

52. What especial duties has an auditor in connection with accounts 
relating to machinery and boilers owned by a corporation? (Fla., April, 
1908.) 

53. State briefly your duties as an auditor in reference to Machinery, 
the value of which has not been regularly depreciated. (Wrfsh., Aug., 
1908.) 

54. In auditing the accounts of a manufacturing company, what steps 
should be taken to verify the Machinery? (N. Y., June, 1900; 111., May, 
1914*; Kan., Dec., 1915*; Mo., Dec., 1915*; N. C, Aug., 1917.*) 

55. To what extent would you consider it necessary to verify the 
Machinery, and what reference to such verification would you make in your 
report? (Mass., June, 1913.) 

56. The engraved copper rolls used to print patterns on calico are in- 
ventoried by the concern at the market value of the copper in the rolls. 
In your certificate to the bank commissioner (a) should the amount be 
classified as part of the current assets or as a portion of the plant items? 
(h) State the reasons supporting your answer. (Mass., June, 1913.) 

57. A merchant furnishes his offices upon the hire purchase system, 
making equal monthly repayments which include principal and interest 
over a term of years. Describe (without the use of figures) the correct 
method of recording the transactions in the merchant's book of accounts. 
(111., May, 1905.) 
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58. State what you understand by the following* term : "Hire purchase 
agreement." (III., May, 1914.) 

59* The machinery used by a firm has been purchased on the install- 
ment plan, with monthly payments, and under the stipulation that the 
title shall pass only when the last payment has been made. At the close 
V ' of the fiscal year there are yet several payments to be made. The firm also 
Xpays a royalty on the output of some of the machines secured on this 
,/ plan. How should the auditor in his annual statement deal with the 
^ machinery, the installments paid, and the royalty? (N. Y., Jan., 1900; 
N. Y., Jan., 1911; N. Y., Jan., 1917; N. Y., June,' 1918; A. I. of A., May, 
1920.) 

60. What methods should an auditor employ in determining the value 
of patterns in a manufacturer^s accounts? (Ohio, March, 1910*; Pa., 
Nov., 1916.) 

61. Discuss the various methods of handling containers in different 
businesses. In each case describe the duty of the auditor. (A. I. of A., 
May, 1919.) 

62. In determining the result of the operations of a company whose 
business requires the use of a large number of tools and implements, what 
general rule would you consider? (111., May, 1906.) 

^^ 63. Upon what basis should tools be valued? (N. Y., June, 1908*; 
€al., May, 1916; Cal., Nov., 1916.) 

64. Charges for the following items appear in the Machinery account 
of a manufacturing corporation: (a) New parts to replace others worn 
out, (b) engineer's salary, (c) labor for setting up additional new ma- 
chinery, (d) expense of moving the old machinery from one part of the 
factory and setting it up in another. Do you see any objection to the 
above allocation of such charges? If so, what? (N. Y., Jan., 1918.) 

65. A book-publishing company has brought out its first book. Plates 
capable of 100,000 impressions cost $20,000; composition, proofreading, 
etc., cost $6,000; the author is to receive a royalty of 25 cents per 
volume on the books sold. As a first edition, 20,000 books are printed at 
a labor cost of $2,000 and a further charge of $1,500 to cover the propor- 
tion of general expenses. At the end of the year 10,000 copies had been 
sold for $20,000 ; how \vould you prepare the accounts under the following 
conditions: (1) If it were ascertained that the demand for the book had 
practically ceased; (2) if a steady demand would continue until the plates 
were worn out? (Pa., Nov., 1908.) 

66. A manufacturer purchased machinery for a new plant at a cost of 
$50,000, and secured 5 per cent discount for cash payment. The salesman 
who sold same received a commission of 10 per cent, of which the salesman 
gave the purchaser one half. Prepare Journal entries for the transaction. 
(N. C, June, 1920.) 

67. In the Machinery account of a company under audit, you find the 
following among other items: 
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Purchase of two * machines, 




S^ale of old machine, Type 




Type A, including freight . . . 

Cost of removing a disusei! 

machine, Type B, to make 


$8,000 


A (loss cost of removal and 






froiirht) 


$1,264 
1,470 




tl\ lft,Ml.\'J 

Sale of old machine, Type B 


room for new machine 


160 






Cost of installation of two 








new machines 


280 






Alterations to four Type C 








machines, necessitated by 








change in product 

Cost of moving two machines 


640 












from Building A to Building 








B to permit of more econom- 








ical operation, including re- 








installation 


270 


( 
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The balance on Machinery Depreciation account shows an increase for 
the year of the amount provided out of income which is computed at the 
rate of 4 per cent on the balance of Machiner\^ account at the commence- 
ment of the year. The method of keeping? the Machinerj' and Machinery 
Depreciation accounts has been in force from the conunencement of opera- 
tions. Draft your comments as auditor of these accounts, assuming that 
no items other than those above mentioned call for any comments. 

(A. I. of A., May, 1918; Ind., Nov., 1918.*) 

68. A large cotton mill has 200 looms in use, which are included in the 
Balance Sheet at $200 each, which is the cost price after deducting an 
adequate yearly sum for depreciation. These looms orisrinally cost $300 
each, and the cost of all necessary rei)airs has been charged to revenue. 
New looms can, ho\vever, be bought to-day for $150 each, so there is a 
difference of $10,000 between the present market price and the amount at 
which they are valued in the Balance Sheet. Should yon consider it neces^ 
sary to call attention to this fact in your auditor^s certificate? Give your 
reasons. (N. D., eTuly, 1918.) 



Repairs, Renewals, and Alterations 



69. Explain the distinction between replacements and renewals, giving 
also your idea as to the pro])er method of recording such transactions on 
the books of a manufacturing corporation. (N. Y., June, 1919.) 

70. Distinguish between replacements and repairs. (Wis., Nov., 1919.) 

71. Define: Betterment. (Mich., Dec., 1914.) 

• 

72. Define: Maintenance. (N. Y., Jan., 1901.) 

73. Describe the Maintenance account and state where and how it is 
employed. (N. Y., Jan., 1902.) 

74. Describe the nature of the Maintenance account. (N. Y., Dec, 
1896; W. Va., May, 1917.) 
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75. State whether the replacements of plant should be charged to 
Capital account or to Revenue account. (N. Y., June, 1898.) 

76. State whether the repairs to machinery should be charged to Capital 
account or to Revenue account. (N. Y., June, 1898.) 

77. Discuss the different methods of dealing with, first, repairs, and 
second, replacements in connection with (a) a concern that writes off 
annually sufficient depreciation to cover the life of machinery, and (h) 
a concern where it is claimed the machinery is kept as good as new. (111., 
May, 1904; Mich., Nov., 1907; Wash., May, 1910*; Mass., June, 1910.) 

vjf 78. Discuss the treatment of expenditures for (1) ordinary repairs, 
rSand (2) replacements in their relation to capital expenditures, profit and 
"^ loss, and reserve for depreciation. (A. I. of A., Nov., 1919.) 

79. How should the cost of alterations that increase the efficiency be 
treated? To what are ordinary repairs chargeable? (S. C, Sept., 1919.) 

80. How may it be determined whether certain expenditures of a 
manufacturing business were of the nature of maintenance and repairs 
or constituted an actual betterment of the plant? State how in each case 
they should be dealt with in the Balance Sheet and in the Profit and Loss 
account. (N. Y., Dec, 1896; Ohio, Nov., 1917.) 

/ 81. In the course of a Balance Sheet audit of a large corporation, why 
y\should the examination of repairs charged to cost of operations receive 
/ Special consideration in relation to the liability for federal taxes? (A. I. 
of A., May, 1920.) 

82. What would be the duty of an auditor should he find that expendi- 
tures for additions and betterments had been charged to Maintenance? 
What would be his duty were he to find that expenditures for repairs and 
renewals had been charged to Property Investment accounts? Give reason 
for each answer. (N. Y., June, 1909.) 

83. Defend the statement that maintenance should be charged, not 
when the repairs are actually made, but spread on some uniform basis 
over the life of the particular item of plant involved. (Kan., May, 1916.) 

84. A company, having acquired several plants that are found to be 
in a considerably run-down condition, and to require extensive outlay to 
bring them to a state of efficiency, asks you whether this outlay should 
be charged against Capital or Revenue. Give your opinion and the rea- 
son for it. (N. Y., Jan., 1907* ; Va., Oct., 1911* ; Wash., June, 1912 ; Wis., 
April, 1914*; III., May, 1917*; Md., Dec, 1917*; N. Y., June, 1918.*) 

85. How would you deal with the Repairs Reserve account in preparing 
the annual accounts of a company ? Comment briefly on any points which 

\ would need special consideration. (A. I. of A., May, 1920.) 

\86. Outline the instructions you would give to afford the head office of 
a company adequate control over expenditures at its various plants for 
' additions and replacement repairs and to ensure uniform and correct ac- 
counting treatment thereof. (A. I. of A., Nov., 1917.) 

87, A company gives more or less attention to its plant. Is it proper 
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to enter the whole outlay against Capital? If not, could the outlay be 
spread over a period of years? Would a revaluation of the plant be a 
proper solution of the matter? Explain. (N. Y., June, 1904.) 

88. A factory makes large outlays during a year for alterations to 
plant. How would you treat such expenditures? (N. Y., Jan., 1906.) 

89. At the first annual audit of the books and accounts of an electric 
street railway company, the books show an actual investment exceeding: 
$1,000,000, while the aggregate amount of repairs and renewals for the 
year have been but $10,000. What course should the auditor follow in 
preparing Profit and Loss account for the year? (111., May, 1905.) 

90. By what accounting method may regular provision be made for the 
cost of replacements or renewals from time to time that are not in the 
line of ordinary repairs and that tend to maintain or to restore the value 
and efficiency of the plant? (N. Y., June, 1909.) 

91. A corporation makes a practice of charging to Expense and carry- 
ing to Depreciation Reserve account every half year a certain percentaije 
of the book value of its plant and machinery. Should repairs and renew- 
als be charged to Profit and Loss, or can they properly be charged to 
Depreciation Reserve accounts? Give reasons in full. (Mass., Oct., 1915.) 

92. In some kinds of business the expenditure on Repairs and Renewals 
account varies considerably from year to year; how should this expenditure 
be dealt with in the books of the company so that the profits need not 
fluctuate by reason of this variable expenditure? (N. Y., Dec., 1897.) 

93. A large office building (21 stories), recently erected and in first- 
class condition, was sold for $3,000,000. For the purpose of securing 
long time leases, and to use part of the building for offices of the company 
who purchased the building, the building was remodeled, the expense of 
which amounted to $900,000. How should this expense be taken care of 
on the books? (Iowa, Dec., 1918.) 

94. A sale company has completed a manufacturing plant, the machin- 
ery and equipment cost being $250,000. It is assumed that because of the 
nature of the business the entire machinery and equipment will have to be 
replaced every several years. In such a case, how would you recommend 
the current repair and maintenance charges should be handled? (Ohio, 
March, 1910.) 

95. What kind of expenditures of a manufacturing business would you 
classify as being in the nature of maintenance and repairs of equipment, 
machinery, and plant, and what would constitute actual betterments? 
How should such expenditures be dealt with on the books as shown in the 
Profit and Loss statement and on the Balance Sheet? (N. Y., June, 1908; 
N. Y., Jan., 1918.*) 

96. A mill sells a lot of its old machinery for $7,300 and credits the 
amount to Repairs account. State (a) your opinion thereof, and (6) the 
reasons supporting your answer. (Mass., April, 1911.) 

97. Outline a system for having data available in compact form rela- 
tive to the original cost, repair, replacement and depreciation of equip- 
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ment^ and state the relationship of such a system to the general financial 
accounts. (Wis., April, 1918.) 

Construction 

98. Describe the meaning and use of the Construction account. (La., 
May, 1913.) 

99. Describe the nature of the Construction account. (N. Y., Dec, 
1896; N. Y., June, 1899; Wash., Auo-., 1008; Va., Oct., 1912; W. Va., 
May, 1917.) 

100. Allocate expenditures for interest during construction and for or- 
ganization expenses. (Ohio, Oct., 1919.) 

/ 101. Is it proper to capitalize interest ])aid on money borrowed to 
^>sgrovide for construction? Explain. (Mass., April, 1911*; Va., Oct., 
/ 1911*; Cal., Nov., 1916*; Ohio, Nov., 1917*; Ohio, Nov., 1918; N. Y,, 
June, 1919.) 

102. Name any business with which you are familiar and state how 
you would instruct your client to charge interest on: (a) Money borrowed 
to build additions to the plant; (b) monev borrowed to pav current bills. 
(Va., Oct., 1911.) 

103. A public utility is under construction for one year and operating 
for four years. At the close of the period, how would you set up upon a 
company's Balance Sheet: Premium and Discount on Capital Stock, as- 
suming some to have been sold above, and some below, par? (111., May, 
1904*; Cal., Nov., 1916.) 

^ 104. To what should the expense of disposing of bonds sold for con- 
/ struction be charged? Give reasons. (N. Y., Dec, 1898; N. Y., Feb., 
1910*; Cal., Nov., 1916*; N. Y., Jan., 1918.*) 

105. The first mortgage 10-year, 6 per cent bonds of a street railway 
company now operating sell at 105, and the second mortgage 5-year 6% 
per cent bonds sell at 93%. What, in your opinion, is the correct way 

1 in which the premium and the discount on said bonds should be handled? 

' In both instances the money so raised is to be used for construction work. 
(N. Y., Dec., 1898*; 111., May, 1905*; 111., Dec, 1907*; N. Y., Feb., 
1910*; Mich., June, 1910*; Wash., Nov., 1913; Cal., Nov., 1916*; Ohio, 
Nov., 1917*; Md., Dec, 1917*; N. Y., Jan., 1918.*) 

106. In auditing the accounts of a manufacturing corporation, you find 
that the company has expended a total of $3,000 worth of its own ma- 

fterials, labor, and expense in constructing a machine for its owm use. 
This machine, if bought in the open market, would have cost $4,000. Is 
it sound accounting to capitalize this machine at the market price? Why? 
(Wis., April, 1914; Mo., Dec, 1914*; III., May, 1917*; A. I. of A., June, 
1917*; Va., Nov.,, 1918*; Wis., Nov., 1919.) 

107. Under what circumstances would you permit a client to charge a 
compromise of a damage claim to Construction? (Cal., May, 1916.) 

108. In the event that the cost of materials used by a company's own 
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employees in constructing a plant for the company's use had increased 
considerably after purchase, but subsequently to the date of the completion 
of construction, would you consider an adjustment necessary therefor? 
(Mo., Dec, 1914.) 

109. Can, or cannot, a going concern, employing a salaiied manager 
and superintendents, charge any part of their salaries to cost of improve- 
ments or extensions that may be added to the plant at intervals? In either 
view, why? (111., May, 1906.) 

110. A construction company adds 5 per cent to its working force dur- 
ing the season of 1917 and erects for its own use a series of buildings 
at a cost of $193,000, which is $35,000 less than the buildings would have 
cost if purchased, or if erected by another firm. At what value should the 
buildings appear on the company's books? Why? Would your answer 
be the same if one of eight gangs regularly employed by the company had 
performed this work? (111., Dec., 1916.) 

111. In financing a manufacturing company, it is considered necessary 
to arrange for an issue of $300,000 first mortgage 5 per cent 20-year bonds, 
$500,000 6 per cent noncumulative preferred stock which may be retired 
any time after 5 years, and $1,000,000 common stock. The bonds are dis- 
posed of at 90 per cent of their face value and proceeds used for erecting 
buildings and purchase of machinery and equipment. The preferred stock 
is sold at 85 and one share of the common stock is given with each share 
of preferred stock, the common stock remaining being disposed of at 40. 
How could you deal with the discount in each case? (111., May, 1908.) 

112. Under what conditions may interest be charged to a Capital ac- 
count? (N. C, June, 1916.) 

113. Give some principles to determine a proper disposition of the cost 
^ of enlarging a plant, including a partial rebuilding of the old portion. In 

7^"case you have insufficient data to enable you to apply these principles 
satisfactorily, offer some solution of the difficulty. (A. I. of A., Nov., 
1918.) 

114. The expenditures on plant and construction generally fall into 
one of four classes, viz., (a) New Constructions, Additions and Extensions,. 
(6) Improvements, (c) Renewals and Replacements, (d) Current Repairs 
and Maintenance. Prepare a memorandum explaining the nature of the 
items that would fall under each of these headings and how the expendi- 
tures should be treated on the books of the company. The memorandum 
should be in the form of instructions for the guidance of the company's 
officers and staff. Where alternative methods are suitable, explain them, 
with your own views as to the advantages and disadvantages thereof. (111., 
May, 1915.) 

115. The accounts of a steel and iron manufacturing company show 
large additions to plant and machinery. It is found that these charges in- 
clude considerable amounts from payrolls. In the absence of specific ex- 
planations as to the payroll element, what method should be employed by 
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the auditor to cleteimine the accuracy and the propriety of these charges? 
(Ill, Nov., 1903*; Mich., July, 1906*; N. Y., June, 1908.) 

116. Define the nature of the items properly chargeable to Construc- 
tion account, after a mill has been in operation for five years. (N. Y., 
June, 1919.) 

117. Under what circumstances would you permit a client to capitalize 
Thterest five years after it (a corporation) has commenced to operate? 
(Cal., May, 1916.) 

118. Where a corporation does its own construction work, on what 
basis is it permissible to make changes to Plant or Property? What 
recommendations would you make in respect thereto? (Ind., Nov., 1917.) 

119. A manufacturing concern issued bonds and transferred tliem to 
the contractor who erected the plant at 90, but charged the same to the 
Building account at 100. Explain in full whether or not this is right. 
(Mich., June, 1919.) 

120. It being understood that in well managed industrial concerns large 
expenditures for construction should not be made unless they are properly 
authorized, discuss in detail a method for preparing requisitions for such 
work, describing the information that should be shown and the form 
which authorization should take. (A. I. of A., May, 1920.) 

121. A company organized with $1,000,000 capital stock which it 
placed at par, and $1,000,000 5 per cent bonds which it sold at 90, this 
being a 6 per cent basis.. It paid to contractors, etc., for construction 
$1,800,000 and this amount of investment ran, on the average, for one 
year before the property was ready for operation. When operation began 
the company had therefore paid one yearns interest on the issue of bonds. 
No dividends were paid on the stock. In addition to the sum named above 
the company also paid $10,000 for legal expenses in connection with in- 
corporation and $5,000 for franchise and other fees. 

How should the accounts appear when the property was ready for 
operation? (A. I. of A., June, 1917.) 

122. A plot of ground was purchased for factory purpose on which 
was located a brick building valued at $2,000. This building could not 
be used and was torn down. It was found that the earth excavated could 
not be used for filling on the premises but was hauled away at a cost of 
$350. The streets were required to be paved at a cost of $1,500. Trees 
were removed at a cost of $150. Expenses in securing subscriptions and 
payments on stock amounted to $750. Blue prints and specifications of 
architect costing $400 were in addition to the amount charged by the 
contractor for the erection of the building. To what accounts should the 
foregoing items attach? (Iowa, Dec, 1918.) 

123. A company desirous of extending its premises obtains estimates 
for the work from builders, the lowest of which is $20,000. On considera- 
tion of the circumstances the directors of the company decide to carry 
out the work by means of their own staff, and the additional premises 
figure in their Balance Sheet at $20,000 made up as follows : 
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Net cost of mateiials purchased $6,500 

Discount thereon transferred to Interest and Discount 

account 150 

Labor on erection. . : 11 ,200 

Supervision by management (part of the annual salaries) 500 

Proportion of office expenses 250 

Interest on outlay to date of completion 200 

Profit, transferred to Profit and Loss account 1,200 

$20,000 

What view should an auditor take of this transaction and of the various 
items involved? 

(Wash., June, 1915.) 

124. In auditing the accounts of a corporation, you find that the com- 
pany has made extensive additions to its plant. Before doing so, plans 
and specifications were drawn and bids were received from several respon- 
sible building contractors. The company decided that they could con- 
struct the property themselves at the price named by the lowest bidder and 
still leave a profit, and they proceeded to do so. They used their own 
materials and labor, charged a correct proportion of their overhead ex- 
penses and the total cost as thus determined was less than the lowest bid 
received from the building contractors. They therefore set up a new 
Construction account on their books at the amount of the lowest bid and 
credited the difference between this and their cost to the Profit and Loss 
account. Comment fully upon this treatment. (Mass., Oct., 1916.) 

Appreciation 

125. Define: Appraisal. (Wash., June, 1915.) 

126. What is appreciation? (Pa., Nov., 1899; Md., Oct., 1903; Md., 
Jan., 1909; Colo., Dec., 1913*; Wash., June, 1915.*) 

127. The "A" Company had an appraisal made early in January and 
after completing the annual audit for the ''A" Company, the directors 
authorize you to record upon the books the proper values as given in the 
appraisal. Among the terms used in the appraisal company's report are 
the following: (1) Sound value, (2) depreciated value, (3) replacement 
value, (4) insurable value, (5) book value. Define each of these terms 
and state definitely just what values it would be proper to record upon the 
books. What adjustment account or accounts would be used in the work 
and what disposition should be made of any balance^ remaining in such 
account or accounts? (Iowa> Dec, 1918*; Wis., May, 1919.) 

128. What is meant by the terminology "a going concern"? (Iowa, 
Dee., 1918.) 

129. In the valuation of assets, what basis is implied by the term "a 
going concern''? (Mich., June, 1910.) 

130. When the appraisal value of the property exceeds the book value, 
state how you would adjust the books and what accounts would be af- 
fected? (N. C, Aug., 1917.) 
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131. If an appraisal by a recognized appraisal company or engineer is 
furnished you on the properties, machinery, franchise, etc., of a client, 
which does not accord entirely with your views, would you accept figures 
as shown by the appraisers, or endeavor to establish your own in making 
up a statement of condition at the date of appraisal? Why? (La., May, 
1913; Ohio, Nov., 1917.) 

132. Should fluctuation in the value of the permanent assets of a com- 
pany be allowed to affect the result of the Profit and Loss account? Give 
reasons for your answer. (N. Y., June, 1900; Mich., Nov., 1907*; Wash., 
Aug., 1908*; Wash., March, 1909*; Wash., May, 1911*; Kan., May, 1916; 
Ohio, Nov., 1918*; Va., Nov.. 1918.*) 

133. Under what conditions may land valuations be appreciated on 
the accounts? (Cal., Nov., 1916.) 

134. When auditing the books and accounts of a concern operating a 
large machine shop, you find that the machinery and tools have been regu- 
larly depreciated each year, that their value as shown by the books is 
considerably less than the value as shown by an independent appraisal, 
and that the firm has set up the higher values as shown by the appraisal on 
the books. To what account would you recommend the corresponding 
credit to go, and for what reasons? (N. Y., Jan., 1902; 111., May, 1909*; 
Ind., Nov., 1917.*) 

135. How should a reappraisal of capital assets be treated on the books 
of a going concern (a) when it involves appi'eeiation, (b) when it involves 
depreciation? (A. I. of A., May, 1918.) 

136. Show how changes of values of land can be entered upon the 
books without including same in the Profit and Loss account. (Mich., Nov., 
1907.) 

137. The replacement value of machinery and equipment is given as 
$225,000 in an appraisal recently made for a company ; the sound value as 
$190,000. The book value of the machinery and equipment is $240,000, 
and the Reserve for Depreciation, Machinery and Equipment account is 
credited with $49,000. 

(a) Give the necessary Journal entry or entries which will record the 
proper facts upon the Ledger. 

(b) State the practice which the company evidently has followed in 
recording the purchase of new equipment. 

(Wis., April, 1918.) 

138. On an independent appraisement being made of the physical assets 
of a manufacturing corporation, the appraisement shows appreciations 
and depreciations, as compared with the book values, as follows: real 
estate, appreciation, $20,000; buildings, depreciation, $3,000; machinery 
depreciation, $2,500 ; tools ; depreciation, $3,000. ' 

The directors desire to bring the book values into agreements with the 
appraisement. Draft entries to show how, in your opinion, this should be 
^^^^' ^ (Wash., April, 1906.) 

139. A company has caused a revaluation to be made of its plant, ma- 



PLANT AND EQUIPMENT 87 

chinery and buildings, and the new values are found to be greater than 
the book values. How would you treat such excess in: (a) the Balance 
Sheet; (b) the Profit and Loss account? (N. Y., Dec, 1897*; N. Y., June, 
1908*; N. Y., Feb., 1910; N. Y., Jan., 1917; Cal., June, 1917*; Ohio, 
Nov., 1917*; Va., Nov., 1918.*) 

140. A certain corporation, under over-conservative management, had 
for years failed properly to capitalize many internal improvements and 
additions to its plant, resulting from the use of its own labor and material. 
During the same period considerable appreciation in both land and con- 
struction values had taken place. Under new management, an appraisal 
company was engaged to make an appraisal of buildings and equipment 
and the land was appraised by a real estate board, the values reported by 
each being much in excess of book values. The book values were adjusted 
to conform with appraisal values, the entire adjustment being credited to 
General Surplus account. In reporting on an audit of this company, what 
adjustments or comment would you make? (Ohio, Oct., 1919.) 

141. State in the form of Journal entries the increase in valuation of 
real estate. (111., Nov., 1903.) 

142. State for Balance Sheet purposes the rules of valuation that 
apply in real estate (land) that has appreciated. (N. Y., Jan., 1911.) 

143. How should substantial changes in the value of capital assets be 
treated in the accounts in respect to surplus? (Mass., Oct., 1915.) 

144. State how you would treat in accounts and in statements surplus 
created by revaluation of capital assets. (Mass., Oct., 1917; Mich., June, 
1919.*) 

145. Under what conditions would you agree to the declaration of divi- 
dends from surplus created by the appreciation of the values of assets? 
(Cal., Nov., 1916.) 

146. Is surplus caused by appreciation of permanent assets available 
for dividends if the valuation was made by an independent appraiser? 
(Wash., Aug., 1908*; 111., May, 1909*; Pa., Nov., 1917.*) 

147. A manufacturer had his plant appraised at December 31, 1919, 
and the appraisal amounted to $100,000 more than the book value. You 
were requested to set the appraisal value upon the books for the pur- 
pose of issuing stock against same. Prepare Journal entries for the 
appraisal and the stock dividend. (N. C, June, 1920.) 
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PROBLEMS 



PLANT AND EgUIPMENT 



1. The following trial balance was taken from the books of the Moore 
& Smith Hardware Company, of the date December 31, 1914: 



Cash on Hand 

Cash in Bank 

Sales 

Discounts on Purchases 

Interest on Notes Receivable 

Accounts Receivable 

Notes Receivable 

Capital Stock 

Real Estate 

Buildings 

Equipment 

Horses, Wagons, and Harness 

Motor Trucks 

Insurance 

Taxes 

Purchases 

Discounts on Sales, Cash 

Wages of Men in Warehouse 

Salaries of Department Managers 

Salaries of Office Assistants 

Drivers, Teamsters, etc 

Horse Feed 

Auto Expense 

Inventories, as at January 1, 1914 

Inventories of Horse Feed. Auto Accessories, etc., as 

at January 1, 1914 

Inventories of Stationery, Advertising, etc., as at 

January 1, 1914 

Office Supplies, Stationery, etc 

Advertising 

Salesmen's Salaries 

Salesmen's Commissions 

Interest on Notes Payable 

Dividend on Capital, 6 per cent 

Notes Payable 

Accounts Payable 

Real Estate not used in business 

Investment in Union Hotel Co. at Cost 

Sprinkler System, at face of Contract 

Liability on Sprinkler System 

Surplus 



$100 
3,000 



150,000 
10,000 

50,000 

200,000 

50,000 

5,000 

5,000 

2,000 

5,000 

900,000 

20,000 

25,000 

10,000 

5,000 

5,000 

2,000 

1,500 

300,000 

3,000 

2,00Q 
3.000 
50,000 
20.000 
11,000 
10,000 
12,000 



150,000 
50,000 
10,000 



$1,150,000 

20,000 

1,000 



200,000 



$2,069,600 



250,000 
150,000 



8,000 
290,600 



$2,069,600^ 
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On December 31, 1914, the company authorized the issue of $300,000 
cumulative 7 per cent preferred stock and sold same to the Grand Invest- 
ment Company at 90 per cent, giving also a bonus of $30,000 common 
stock. $70,000 common stock was sold to the present stockholders at par, 
the total issue of common stock being $300,000. Of the proceeds of these 
sales $150,000 was to be expended on new buildings, the balance to be re- 
tained for working capital. 

On Januai-y 2, 1915, a dividend of $40,000 was declared, payable on 
January 15, 1915. 

The inventories at December 31, 1914, were: merchandise, $325,000; 
horse feed, auto accessories, $1,000 ; stationery, advertising, $1,500. 

Of the insurance paid $500 applies to the year 1915 and also $1,500 of 
the taxes. 

The sprinkler system was installed on July 1, 1914. Of the contract 
price $2,000 was paid on that date and $2,000 is payable on each date 
August 1, 1915, 1916, 1917, and 1918. 

Two thousand dollars of interest applies to the period subsequent to 
January 1, 1915. 

The depreciation on buildings for the year is $10,000 and on equipment 
$5,000. The real estate not used in business has appreciated $50,000, 
while that used in business has been appraised at $75,000. 

From the foregoing trial balance and data prepare an Income and Profit 
and Loss account for the year and a Balance Sheet at December 31, 1914. 

(111., May, 1916.) 

2. The following is a trial balance of Bank Manufacturing Company at 
December 31, 1913, before closing: 



Land 

Buildings 

Machinery and Equipment . .. . 
Materials used in Manufacture 

Wages 

Salaries 

Repairs 

Insurance and Taxes 

Office Expense 

Depreciation 

Accounts Receivable 

Accounts Paj^able 

Bank Loans 

Inventory, December 31, 1913. 

Accrued Interest 

Interest 

Sales 

Trade Discounts on Sales 

Capital 

Surplus 



$2,000 

25,250 

31,120 

35,930 

13,560 

3,500 

740 

850 

1,560 

1,200 

24,130 



8,210 

150 

1,730 



$149,030 



$17,820 
5,000 

150 

74,610 

50,000 
2,350 



$149,930 
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An appraisal was made of the plant as of December 31, 1913, which 
showed the following values: 

Depreciation 
Value 



Land 

Buildings 

Machinery and Equipment 




$27,000 
33,600 



The board of directors approve the appraisal values, and pass a resolu- 
tion to change the books to agree therewith. 

(1) Prepare Journal entries to adjust the books to agree with value 
shown by the appraisal. 

(2) Prepare Balance Sheet and Profit and Loss account after giving 
effect to the appraisal adjustment. (Assume fiscal period to be 6 months; 
annual depreciation rates: buildings, 2% pei* cent; machinery and equip- 
ment, 5 per cent.) (Mass., Oct., 1914.) 

3. On December 31, 1906, the trial balance of the Mukilteo Shipbuild- 
ing Company w^as as follows : 



Real Estate 

Buildings 

Equipment 

Goodwill 

Cash 

Discount Earned 

Discount Allowed 

Interest, General 

Insurance Paid in Advance 

Accounts Payable 

Depreciation Reserve 

Common Stock 

Preferred Stock . 

Sales 

Accounts Receivable 

Inventory of Raw Material and Work in Prog- 
ress, December 31, 1905 

Operating, Maintenance and General Expenses 

Depreciation. 

Purchases 

Bond Interest (one-half year to June 30, 1906) . . 

Taxes Accrued (estimated) 

Bills Payable 

Accrued Interest on Bills Payable 

First-Mortgage Bonds (4%) 

Surplus 



$300,000.00 

158,000.00 

847,500.00 

50,000.00 

46,474.20 

5,600 . 14 
3,300.20 
3,030.89 



156,028.75 

184,567.39 

709,988.65 

25,000.00 

691,985.47 

2,000.00 



$3,183,475.69 



$10,120.37 



75,871.38 
58,272.00 

1,000,000.00 
500,000.00 

1,371,491.17 



5,300.00 

36,000.00 

900.27 

100,000.00 

26,520.50 



$3,183,475.09 



The inventory of raw materials and work in progress on December 31, 
1906, is valued at $309,062.05. Before the books are finally closed it is 
determined to (a) make a reserve of 1^^ per cent of $140,000 of the ac- 
counts receivable to provide for possible bad and doubtful accounts, (b) 
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add $1,000 to the Taxes Accrued (estimated) account; (c) carry to De- 
preciation Reserve account a further sum of $5,000. Interest on the bonds 
to December 31 is also to be provided for. 

It is found that bona fide renewals of equipment, costing $17,500, have 
been charged to operating expenses; that repairs to equipment, amounting 
to $6,000, have been charged to Equipment account: that $1,500, proceeds 
of old machinery sold, have been credited to Sales account; and that a 
bill of $1,560.25 for raw materials received and used, has not been entered 
on the books. These items are to be taken into account before the books 
are closed. Three per cent of the net profits for the year is then to be 
reserved for special compensation to management. 

Make Journal entries to give effect to the various adjustments above 
described and prepare Balance Sheet and Profit and Loss account as they 
will finally appear. (Wash., Sept., 1907.) 

4. The American Manufacturing Company was incorporated January 
1, 1918, and immediately contracted for the construction of a new plant, 
the contractor agreeing to accept as part payment an issue of $50,000 6 
per cent first-mortgage bonds, dated January 1, 1918, interest payable 
January 1 and July 1, at a price of 80. The plant was completed and 
manufacturing operations commenced on July 1, 1918. 

Assume that you were engaged to make an audit of the books of the 
above company after the books had been closed by the company's book- 
keeper at December 31, 1918. After the mechanical accuracy of the figures 
had been proven, an analysis of the Profit and Loss account appeared as 
below : 

Debits 

Depreciation $2,500 

Organization Expenses 1,100 

Labor 160,000 

Salaries 20,000 

Other Operating and Administrative Expenses 125,000 

Purchases 340.000 

Bend Interest (July 1 coupons) 1,500 

Bad Debts (Reserve) 1,400 

Discount on Bonds Sold 10,000 

Dividend on Preferred Stock 1,750 

Cash Discounts Allowed 1,050 

To Balance 7,600 

$671,900 

Credits 

Sales $610,000 

Inventory, December 31 60,000 

Cash Discounts Received 1,900 

$671,900 

Draft such adjustment entries as you would presciibe, with suitable ex- 
planation for each. What is the amount of the net profit for the six- 
months' period? (Ohio, Oct., 1919.) 

5. Brown erects a business block at a cost of $100,000; at the end of 
the year he finds that the rents from the stores in the building amounted 
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to $7,500; offices, $3,750. The expenses for the year were as follows: ^ 

janitor, $750; repairs and alterations, $500; water and gas, $400; taxes, 
$1.97% per $100 on an assessed valuation of $87,000 ; incidental expenses, 
$150. 

Prepare a statement showing results of the year's business and per cent 
of profit on capital invested, charging 5 per cent interest on investment 
and $2,500 for depreciation. (Ind., June, 1916.) 

6. Prepare a Balance Sheet at June 30, 1916, from the following data : '^ 

The X. Y. Z. Company was incorporated January 1, 1914, with 
5,000 shares of stock having no par value; $200,000 was paid into the 
company, for which 3,000 shares of stock were issued; 2,000 shares and 
$50,000 were given for water-power rights and land valued at $150,000; 
and $100,000 was expended in constructing and equipping an electric 
power plant which started operation July 1, 1914. Organization expenses 
were $2,000. Salaries and office expenses up to July 1, 1914, were $10,000. 

After the company had operated a few months, it was decided to build 
an additional power plant, to finance which $200,000 par value first- 
mortgage 5 per cent 20-year bonds (interest semiannually) were issued in 
denominations of $500 and $1,000 and sold at 98 on January 1, 1915. 
The construction expenditures for the new plant were $175,000; the new | 

plant was completed and put into operation July 1, 1915. 

The mortgage deed of trust provides that a sinking fund of $5,000 be 
set aside on December 31 of each year out of profits for the first ten 
years and $15,000 per year thereafter with which to retire bonds at 101 

each year. The two power plants have been depreciated at the rate of 
5 per cent per annum on the cost, starting from the date when operations 
commenced. The gross earnings from July 1, 1914, to June 30, 1916, were 
$85,000, of which $45,000 was collected, and the operating costs paid, ex- 
clusive of depreciation, were $40,000. (Mass., Oct., 1916.) 



CHAPTER V 

INTANGIBLE ASSETS 

Nature of Goodwill — Goodwill represents the capitalized value of the 
estimated future earnings of an established enterprise in excess of the 
earnings which would normally be made by a new but similar enterprise/ 
That is, goodwill is the excess of the price paid over the replacement 
enterprise value of the property obtained.* 

Goodwill may be caused by location, premises, reputation, personality, 
name,' and exclusive use of patents, franchises, and trademarks/ 

Transferability is an important factor in goodwill, for the value of the 
goodwill depends on the amount of the goodwill that can be turned over 
to the purchaser. The extraordinary profits derived from an exclusive 
franchise are clearly transferable,' while the confidential relation of pro- 
fessional men to their clients renders their goodwill of little transferable 
value.' 

The intangible assets are fixed assets,' although a few accountants clas- 
sify them as deferred assets.' Some accountants prefer to show intangible 
assets on the balance sheet under a separate heading,* others show them 
under the fixed assets,** while still others deduct them from the net worth 
accounts." The second method of showing seems preferable, as it tends 
to simplify the balance sheet, but for the sake of emphasis the intangible 
assets should be listed first, if '^fixed assets'' is the first heading on the 
balance sheet,*' and last, if "fixed assets" is the last heading on the balance 
sheet." If there is more than one intangible asset it would be advisable 
to make "intangible assets" a sub-heading under the caption "fixed assets." 
The various intangible assets should be recorded in separate accounts. 

Creation of Goodwill — Goodwill should be booked only when purchased, 
and for the original cost only." If the goodwill is valued in order to give 
a retiring partner his share thereof, only that portion of the goodwill 
allotted to the retiring partner may be booked." Definite expenditures in- 
curred for the purpose of creating goodwill, or in starting a business, may 
he charged to goodwill," but it is much preferable to have such outlays 
debited to a deferred charge to income account and written off in a few 
years." 

The use of the goodwill account can be avoided by making adjustments 
directly to the proprietary accounts." However, the legitimate use of the 
goodwill account should not be avoided. 

Valuation of Goodwill — Goodwill is usually valued upon the basis of 
normal profits." In calculating normal profits the auditor must see that 
the normal amount of repairs and depreciation has been charged, that 
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all extraordinary profits and losses have been eliininated, and that interest 
and cash discount items have been omitted.*^ 

There are two ways of valuing goodwill, one using as a basis the normal 
profits, and the other the excess of the normal profits for the going con- 
cern over the normal profits of a new but similar concern." Both methods 
may include the use of normal profits for the last year, or the average 
normal profits of the last three or hve years." If goodwill is to be valued 
by the first method, the valuation is usually twice that of the normal 
profits, but the multiplier sometimes is three for professional firms, four 
for manufacturing concerns, five for wholesale or trading businesses, ten 
for quasi-monopolies, and fourteen or more for established monopolies.*^ 

Assuming an investment of $100,000 and a normal income of $10,500, 
the valuation of the goodwill by the second method, if the excess earnings 
were capitalized at 7 per cent., would be $50,000 ($10,500 — ($100,000 X 
.07) -f- .07).** 

Some accountants write off goodwill,** while other accountants do not.*" 
If development expenses and prepaid advertising are included in good- 
will, there can be no question but that such items should be written off. 
However, purchased goodwill is a fixed asset and is not subject to deprecia- 
tion,'^ and accordingly, regardless of its fluctuations in value, it should 
not be written off. If goodwill is written off, the charge should be made 
directly to surplus.** 

Audit of Goodwill — An auditoi* must insist that goodwill be recorded 
in a separate account and not combined in a comprehensive account like 
"plant, franchise, goodwill, etc."" All entries to the goodwill account 
ought to be verified on the financial books and confirmed by authority of 
stockholders or board of directors.^" When stock has been issued against 
the goodwill in cases of mergers, etc., the auditor should mention it in his 
report.^ In cases where the valuation of goodwill is involved, the auditor 
should verify the profit and loss accounts for the years covered, and then 
see that the normal profits are correctly calculated. 

Booking of Patents — A patent is a Government grant conveying and 
securing to an inventor the exclusive right to make and to sell his inven- 
tion for a limited period.^* The inventor should book a patent at the cost 
of making the investigations which led to the invention, and any legal fees 
connected therewith.'' The purchaser of a patent should book it at 
cost.** The owner of a patent may capitalize expense incurred in protect- 
ing his patent rights." 

Depreciation of Patents — A mechanical patent has a life of seventeen 
years,'" but its effective life can frequently be prolonged indefinitely by 
securing auxiliary patents on improvements.*^ This possible prolonging 
of the life of the patent does not obviate the necessity for depreciation, 
for the patent is liable to be superseded by a newer patent or rendered 
obsolete by the loss of a market for the product.** The prevailing practice 
is to write off the value of the patent very rapidly during its early life.* 
Depreciation on patents on machinery used in a factory is a manufactur- 
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ing cost, but depi-eciation on the patent on the product sold is a selling 
expense, as the patent protects the selling price.*" When the depreciation 
on patents is booked, either a special reserve or the patent account may 
be credited,** the latter being the more usual procedure. Patents pur- 
chased and not used should be booked and depreciated like the other 
patents.** 

Boyalties — Royalties on owned patents are not usually considered as a 
cost of manufacture.*"'' This point is the same as interest on investment 
and rent on owned plant, and the accountant should be consistent in his 
treatment of all three elements. Royalties received are non-operating 
income,** and royalties paid are manufacturing expenses.*' Accrued royal- 
ties receivable and payable are current assets and current liabilities, re- 
spectively. 

In case the actual royalty due on account of operations is less than the 
guaranteed royalty, the excess" should be treated as a deferred charge to 
royalties and written off as soon as the operating royalty exceeds the 
guaranteed royalty, if such offset is permitted by the royalty contract.** 

Copyrights and Trade Marks — Copyrights secure to an author or pub- 
lisher the exclusive right to make and sell literary or artistic productions 
for a term of twenty-eight years, with the privilege of a renewal term, 
subject to conditions, for a similar period.*^ 

Trade marks secure for the registering party, for a period of thirty 
years, subject to a renewal term of the same length, the exclusive use of 
certain designs, insignia, symbols, marks, names, etc., whereby goods are 
identified and advertised for sale.** Continuous use is necessary to retain 
ownership of a trade mark.*" 

Both copyrights and trade marks should be booked at cost°* and de- 
preciated faster than is required by mere lapse of time," and their values 
should never be raised even if there is an increase in value over the cost 
less depreciation. 

Trade Secrets — Formulas and trade secrets may be booked at cost, but, 
if unprotected, should be depreciated quite rapidly." 

Franchises and Licenses — The chief difference between a franchise and 
a license is that the former is exclusive and the latter is not." A franchise 
should be booked at cost,** and depreciated according to lapsed time, if the 
franchise has a fixed duration." If the grant is indeterminate, deprecia- 
tion should be liberal, and, if r»arT)etual, depreciation is nil." Licenses are 
deferred assets and should be written off over their service-life." 

Leases — ^Long-term leases create contingent liabilities for which con- 
tingency reserves must be set up, unless the leases have marketable values 
equaling the liabilities." 

A bonus paid for a long-term lease is an intangible asset," which should 
be booked at cost, depreciated on the annuity basis,** and shown on the 
balance sheet at cost less depreciation." Assume a four-year lease of 
property renting for $50,000 a year and having an annual rental value 
of $60,000. As the rents are payable in advance, the lease can be sold, 
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if the interest rate is two per cent, for the present worth of a four period 
annuity due, whose rent is $10,000, money being worth two per cent*" (see 
evaluation in Chapter IX, Volume I, under the caption "present worth 
of annuities due"). The entries regarding the lease, which should be 
made at the first of each year, may be seen from the following table :"' 





Debit 
Rent 

(a) 


Credit 

Interest 

(b) 


Leasehold Account 


Year 


Debit 


Credit 
(c) 


At Purchase 




$576.* 78 
388.31 
196.08 


$38,838.83 




1 


$10,000.00 
10,000.00 
10,000.00 
10,000.00 


$10,000.00 


2 




9,423.22 


3 




9,611.69 


4 




9,803.92 










$38,838.83 


$38,838.83 









(a) Constant amount. 

(b) 2 per cent balance of leasehold account. 

(c) Excess of (a) over (b). 

The charges to rent in the above table are in addition to the $50,000 due 
annually to the owner of the property. 

If the rents are due at the end of the year and the lease is transferred 
at the beginning of the year, the annuity involved in the evaluation of the 
lease would be an ordinary annuity instead of an annuity due."* 

If the premises are to be returned in original condition, the cost of 
meeting this requirement is an expense of the lease and must be provided 
for." 

Improvements made on leased premises should not be combined with a 
bonus paid for • a lease. Such improvements constitute fixed tangible 
assets, which should be depreciated as ordinary fixed assets, if their life 
is less than the life of the lease;** otherwise, their cost less amount paid 
for them if any by the lessor should be prorated over the life of the lease.*" 
The theoretically correct but impracticable method of treating improve- 
ments on leaseholds, debits the rent account and credits the interest account 
for ordinary interest on the diminishing balance of the "improvements on 
leased property" account, the entry being based on the theory that the 
tenant in paying for the improvements merely anticipated an increased 
rental by paying it all at once.* 

Audit of Intangible Assets — All entries to intangible assets should be 
vouched and authorization for same verified. The chief problem for the 
auditor, however, is that of valuation, which, as the assets are booked at 
cost, is really a problem in depreciation. 
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QUESTIONS 

I X TA N (il BL E ASS KTS 
GkX)DWIIiL 

1. Define: Goodwill. (N. Y., Dec., 1897*; N. Y., June, 1898*; N. Y., 
Jan., 1902*; N. J., 1904-1909*; Wash., April, 1906; Fla., July, 1909*; 
Mich., June, 1910*; Wash., June, 1912; La., May, 1913*; Colo., Dec, 
1913; III, May, 1914*; Wis., May, 1916; Kan., May, 1916*; III., Dec., 
1916; N. D., Aug., 1917; Tnd., Nov., 1917.) 

2. Is goodwill a valuable asset? (Ohio, Nov., 1915; Ind., Nov., 1918.) 

3. Should goodwill be carried as a Ledger account? (N. D., July, 
1919.) 

4. Explain the theory of goodwill. Is goodwill a fixed or a floating 
asset? Why? (N. Y., Jan., 1901; W. Va., May, 1917; N. Y., June, 
1918*; N. D., July, 1919.*) 

5. What kind of property is goodwill? May the goodwill of a partner- 
ship be sold? (N. Y., June, 1898.) 

6. What may goodwill represent? (Va., Oct., 1911.) 

7. When may goodwill properly appear upon the books of a company 
an as asset? (N. Y., June, 1900*; III, May, 1906*; Colo., Dec, 1913*; 
Kan., May, 1916; A. I. of A., Nov., 1918.*) 

8. What is the purpose of the Goodwill account and how is it created 
on the books? (Mich., July, 1906.) 

9. Give your ideas as to the treatment of goodwill in accounts. Would 
this treatment be the same if the concern were losing money? (N. Y., 
Jan., 1902*; Fla., July, 1909; La., May, 1913*; III, May, 1914.*) 

10. On finding a Goodwill account on the Ledger of a business for 
which you are to prepare the annual statement, how would you treat the 
account, or what special adjustment would you suggest in regard to it? 
(N. Y., June, 1900.) 

11. What advantages are there in allowing goodwill to remain open 
indefinitely on the books? (111., May, 1906.) 

12. Would you consider it proper to write off goodwill? Support your 
position fully. (Ind., Nov., 1917; Ind., May, 1918.*) 

13. Under what circumstances, if any, is it in your judgment permis- 
sible to increase or decrease the book value of goodwill? (Wash., Sept., 
1907; Ohio, Nov., 1918*; N. Y., Jan., 1919.*) 
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* 14. Is there any reason why the goodwill carried as an asset on the 
books of a prosperous and growing manufacturing concern should be de- 
preciated; amortized or otherwise written off, and if so, what would be 
the effect of such depreciation, amortization or writing off? (N. Y., Jan., 
1907; Mich., June, 1910*; Ohio, Nov., 1915*; Ohio, Nov., 1917*; A. I. of 
A., Nov., 1917*; Ind., Nov., 1918.*) 

15. Discuss generally the duty of an auditor in relation to the qnesti m 
of depreciation of goodwill. (Wash., Nov., 1913.) 

16. An old established and highly prosperous business is transferred in 
1900 to a company which pays the proprietors $300,000 for all fixed assets 
and $50,000 for goodwill. In 1909 the company has accumulated $125,000 
of undivided profits and the directors decide to charge off the entire item of 
goodwill. What effect will this liave upon the accounts? (111., May, 1910; 
Ind., May, 1918.*) 

17. A merchant who has been in business for many yeare and who has 
done extensive advertising decides to place a valuation on the goodwill of 
his business and to carry same as an asset. In view of the existing federal 
laws, what would your advice as an accountant be? Explain in detail. 
(Pa., Nov., 1918.) 

18. On what basis should goodwill be valued? (N. Y., Jan., 1901*; 
N. Y., Jan., 1904*; Wash., Sept., 1907; Mich., June, 1910*; Del, June, 
1915*; Kan., May, 1916*; Cal, Nov., 1916; W. Va., May, 1917; N. D., 
July, 1919.*) 

19. In the preparation of a Balance Sheet explain the basis upon which 
you would ascertain that goodwill was properly valued. (Wis., April, 
1914.) 

20. How would you determine the value, as a going concern, of a long 
established and prosperous business? (Mass., Oct., 1916.') 

21. Under what circumstance does it become important to determine 
the value of the goodwill of a business? (N. Y., Dec, 1897.) 

22. A company is organized with a capital of $50,000. The stock is 
issued for a going concern whose accounts showed it to have net worth of 
$45,000. Nothing was said about goodwill when the contracts were made 
between the owner and the new company. How would you treat the $5,000 
difference? (N. Y., June, 1906; Ohio, Nov., 1913.*) 

23. In auditing the books of a corporation capitalized at $250,000 you 
find that three years previously they acquired the business of a copartner- 
ship included in which was an asset called goodwill valued at that time at 
$25,000 since which same has not been written down. The average profits 
of the corporation for three years have been 9 per cent on the capitaliza- 
tion. How would you treat the item goodwill? Give reasons. (N. Y., 
June, 1912.) 

24. A merchant puts a valuation on the goodwill of his business creat- 
ing an asset therefor on his accounts, and crediting his Surplus account 
with the amount; later another merchant purchases the business including 
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goodwill, but after making a careful inventory finds the actual resources 
excluding goodwill to amount to $5,000 less than he paid. Discuss the 
subject of goodwill, and say how each of these cases should be dealt with. 
(111., May, 1904*; Wash., June, 1912.) 

25. The Bruce Company started in business with the following capi- 
talization, viz., 10,000 shares, par value each $25 of noncuraulative 7 per 
cent stock, and 6,000 shares common stock of the same par value. When 
it began business the liabilities of the company exceeded its actual as- 
sets by $12,000, which it carried in a Suspense account. Three years 
elapsed during which some losses were made and charged to Profit and 
Loss, which showed a credit balance of $15,000. You are called in to 
settle a dispute which has arisen between preferred and common stock- 
holders as to the disposition of this balance, the preferred holders claim- 
ing it should be used to extinguish the Suspense account and the common 
holders claiming that it should be used to pay them a 10 per cent dividend. 
What would you advise and why f Answer fully. (111., May, 1908* ; N. Y., 
Jan., 1919*; Md., Oct., 1919.) ^ 

26. When a corporation acquired a number of separate plants, paying 
a lump sum for each, is it necessary for it to show on the books the pro- 
portion of the purchase price paid for goodwill, and if so, what would be 
the proper method of ascertaining and expressing such proportion in the 
accounts? (N. Y., Jan., 1907.) 

27. How can goodwill be recognized and paid for in acquiring a busi- 
ness, without putting it on the books? (Minn., Oct., 1916.) 

28. A corporation was formed which acquired several plants, issuing 
therefor $17,000,000 bonds and $24,00D,000 stock. It was well known at 
the time that this capitalization exceeded the true value of the assets (in- 
cluding goodwill) acquired, to an extent of $11,000,000. In the first year, 
after paying expenses and interest on bonds, the business yielded con- 
siderable net income. May such net income be used to pay dividends, or 
must it be first applied towards making up the $11,000,000? (A. I. of A., 
June, 1917.) 

29. A company is organized to acquire the property of a going concern 
whose net profits for the past years averaged $50,000. The agreed con- 
sideration is $500,000 of the company's capital stock at par, which amount 
is twice the value of the assets to be acquired, (a) What would you call 
the difference between value of the net assets and the purchase price? (h) 
Should it be shown on the Balance Sheet? If so, how? (c) In cases 
of this kind, does practice usually confirm theory? (Ohio, Nov., 1917.) 

30. What do you understand by goodwill? Explain and also give 
illustration of instances of: (1) Its proper creation on the books; (2) its 
improper creation on the books; (3) its improper retention after once 
created on the books; (4) and state whether it should ever be augmented 
or amortized. If so, under what circumstances and conditions? (Mo., 
Dec, 1914.) 

31. What is involved in the verification of the goodwill of a mannfac- 
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turing company! (Cal., June, 1917; N. C, Aug., 1917*; Ohio, Oct., 
1919.*) 

> 32. State briefly your duties as an auditor in reference to goodwill. 
(Wash., Aug., 1908.) 

33. How would you deal with goodwill in preparing the annual ac- 
counts of a company? Comment briefly on any points which would need 
special consideration. (A. I. of A., May, 1920.) 

Other Intangible Assets 

34. In closing the books of a company at the end of its first fiscal 
year, how would you treat Cash Paid for Patents? (Mass., Oct., 1917.) 

35. Where would you place the Amortization of Patents in the Income 
and Profit and Loss account? (Md., Dec., 1917.) 

36. What especial duties has an auditor in connection with accounts 
relating to patents owned by a corporation? (Fla., April, 1908.) 

37. Where would you find a charge for renewing a patent in the ac- 
counts of a corporation owning such? (N. D., July, 1918.) 

38. Under what circumstances is a patent regarded as an asset? After 
a patent has been valued, should such value be considered as permanent? 
Give reasons for your answer. (N. Y., Dec., 1897.) 

39. A manufacturer obtains two patents at the same time, as follows : 
(a) He purchases outright a patent which has only ten more years to run 
for the sum of $5,000, which he terms his patent No. 1. (6) He invents 
a contrivance and obtains a patent on same, the cost of which he estimates 
at $12,000, and which he styles his patent No. 2. At the end of three 
years he expends the sum of $5,000 in defending his patent No. 2, the 
decision being given in his favor. One year later he spends $2,000 in a 
suit he brings against a competitor for infringement of his patent No. 1, 
which suit he also wins. 

Without giving the actual figures, state how you would treat all the 
above transactions and arrive at a valuation of those two patents six years 
after he had obtained same, giving reasons therefor. 

(111., May, 1904.) 

40. A corporation carries on its books an account with patents it has 
acquired from time to time by outright purchase during a period of ten 
years. They are still caiTied at original cost and it is decided to determine 
their present value, based upon the expiration of the life of the patents. 
Describe how you would proceed accurately to secure this result. (A. I. 
of A., Nov., 1919.) 

41. Under what conditions would you approve of the val^e of a copy- 
right upon a book of a publishing house? (Cal., Nov.; 1916.) 

42. What, in your opinion, would constitute proper charges to ac- 
counts representing franchises, copyrights, goodwill, and how should these 
accounts be handled from year to year? (Pa., Nov., 1917.) 
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43. Explain all the jiossible accounting problems which occur in con- 
nection with such accounts as Goodwill, Franchise, or Patents. (Mich., 
Dec., 1913.) 

44. You find that a concern whose books you are auditing has capital- 
ized the amount of royalties that it would have had to pay on the sales 
of a three years^ period if it had not owned the patents. On the increase 
of surplus thus obtained the directors have declared a stock dividend. 
Would you consider yourself called on to criticize the action of the direc- 
tors? If so, state what would be the oliaracter of your criticism? (N. Y., 
June, 1912; Ohio, Nov., 1917.) 

45. State w^iether the cost of leasehold premises should be charged to 
Capital account or to Revenue account.^ (N. Y., June, 1898.) 

46. How should leases be treated in the Balance Sheet and in the 
Profit and Loss account of a company? (N. Y., June, 1898; N. Y., June, 
1908.*) 

47. A company issues $1,000,000 of common stock in payment of 
patents expiring in ten years. It hopes, by securing additional patents 
for improvements, to extend the period of protection indefinitely. At the 
end of one year the company, after all other charges except depreciation of 
patents, has realized a profit of $100,000. Is there any balance for divi- 
dends? If so, how much? If not, how should the company dispose of 
the $100,000 cash in the treasury? (N. Y., Jan., 1916.) 

48. A corporation organized for the purpose of manufacturing glue 
purchased formulas costing $5,000. Some time after operations had 
started a suit was brought which involved the use of the formulas and the 
corporation lost the suit and judgment was obtained for court costs 
amounting to $9,000. The formulas purchased were the principal assets, 
with the exception of raw materials purchased, and the corporation had no 
surplus. What was the status of the corporation? When paid, to what 
account should the $9,000 court costs be charged? (Iowa, Dec, 1918.) 

49. A manufacturing company, owning many patents and constantly 
acquiring new ones, some by way of outright purchase and about an 
equal number being taken out as the result of the efforts of its own ex- 
ID erimental department, asks you to outline the best method of dealing 
with this account, having in mind (a) the ascertainment of costs of manu- 
facture; (b) the annual Balance Sheet which is submitted to stockholders 
and to the general public. Outline fully your views on the subject. (Pa., 
Nov., 1912.) 

50. You are auditing the annual accounts of a company, which pos- 
sesses amongst other assets a leasehold warehouse, the lease of which has 
still another forty years to run from the date of the last Balance Sheet, 
at which time it stood on their books at $100,000, and this amount still 
remains unchanged. The lease was acquired ten years ago on the forma^ 
tion of the company and is considered to have a realizable value of about 
$150,000. The outlay has been incurred as to $50,000 by rebuilding two 
years ago, since which time nothing has been written off. No systematic 
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treatment of the subject has been adopted, but considerable sums have 
been written off from time to time out of the profits earned in the previous 
years. Dividends are only payable out of the profits of the company. As 
auditor of the company you are asked to decide between the following 
views: 

(a) Nothing need be written off at all, because the property would now 
sell for what it stands at or more. 

(h) The most convenient plan is to continue applying* occasionally such 
profits as it is not desired to distribute as dividends. 

(c) An equal fortieth part should be written off annually. 

(d) A sinking fund should be created and compounded so as to produce 
$100,000 in forty years. 

Criticize each of the above plans, stating which you recommend, if any, 
and why. (111., Nov., 1904.) 

51. A corporation leases certain premises for a period of ten years 
for a total rental of $450,000 to be paid in monthly installments of $3,750 
each. It is, however, later arranged that they shall pay $25,000 six 
months prior to actual commencement of the lease, for which advance 
they shall receive a credit applying on the total of $450,000, amounting to 
$30,000, the difference between the $30,000 and the amount actually paid 
of $25,000 representing compound interest on the advance. Under this 
plan they are to make 120 monthly payments of $3,500 each. Describe 
how you would handle this transaction on the books of the corporation. 
(111., May, 1907.) 

52. How would you deal with the expenditure during the year on lease- 
hold property in preparing the annual accounts of a company? Comment 
briefly on any points which need special consideration. (A. I. of A., 
May, 1920.) 

53. State the most approved method to be adopted in writing off the 
cost of a lease extending over several years. (Mich., July, 1906*; 111., 
May, 1908.) 

54. You are auditing the accounting of a company, which occupies 
property, the lease of which has forty years to run. This lease is carried 
on the books at $50,000. The lease was acquired ten years ago and is 
considered to have a realizable value of. about $100,000. Two years ago 
$40,000 was spent in rebuilding and was charged against earnings. Noth- 
ing else has been written off. 

As auditor, state what plan should be followed by the company and give 
Journal entries. (Mass., Oct., 1916 ) 

55. A firm of brickmakers under the term of their 20-year lease agreed 
that at the close of the term they would level the ground, cover it with 
soil and generally restore it to previous conditions for agricultural pur- 
poses. State how you would deal with this liability in preparing a state- 
ment of the firm, provided you found that none of the work in question 
had been performed and no pro\T[sion made therefor, knowing that five 
years of the lease have expired. (N. Y., June, 1910.) 
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56. State cases in vvhich leases have a value that should appear in the 
accounts. How should provision be made in such cases for the falling out 
of such value at the expiration of the lease? (N. Y., Dec., 1897.) 

57. A company leases for a term of 50 years certain unimproved prop- 
erty for factory purposes, payin*? a p:round rent of }|>1,000 per yeai*. The 
company erects certain buildings thereon for its own use at a cost of 
$40,000, which are to become the property of the owner at the expiration 
of the lease. State how you would treat this proposition in the company's 
books of account. (N. Y., June, 1911; Mass., Oct., 1917*; N. Y., Jan., 
1918.*) 

58. In auditing the accounts of a corporation, you find recorded on 
the Ledger a 20-year lease of the factory site. This lease contains a re- 
newal clause for a like period and is carried on the books at its value in 
fee simple. Would you pass this item unnoticed? If not, why not? 
(N. Y., June, 1913* ; N. Y., Jan., 1918.) 

59. A manufacturing corporation occupying a factory under a long 
lease installs removable and nonremovable property on the premises of 
the lessor. State fully the basis on which the depreciation incident to 
such property should be determined, giving your reasons. (N. Y., Jan., 
1919.) 

60. In order to secure a particular parcel of leasehold jiroperty on 
which ta erect its operating plant, a corporation paid a bonus of $5,000, 
the annual rental under the lease being $50,000, the lease running for a 
period of 21 years, with the privilege of renewal for a second period of 
21 years, but at an increased rental of $60,000 a year. How should such 
expenses be treated on the company's books? (N. Y., Jan., 1919.) 

61. Define: Franchise. (A. I. of A., May, 1921.) 
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PROBLEMS 



INTANGIBLE ASSETS 



1. A firm of four partners agreed to sell their business to a corporation. 
Their assets and liabilities were as follows: No. 1, capital, $145,500; No. 
2, capital, $123,500; No. 3, $153,000; No. 4, $152,330; buildings, $125,000; 
machinery, fixtures, etc., $38,335; stock, $150,940; accounts receivable, 
$328,680; bills receivable, $37,005; cash, $17,030; horses and wagons, 
$1,230; unexpired insurance, $175; accounts payable, $124,065. 

It was further agreed that the partners were to be paid for goodwill, 
based on a year and a quarter purchase of the last three years' (average) 
profits, which were respectively $32,620, $37,450, and $50,650. 

Prepare a Balance Sheet, bringing in the goodwill as an asset and dis- 
tributing it among the four. 

(Mass., June, 1910.) 

2. A trial balance of the A. B. manufacturing firm taken December 31, 
1916, contains the following accounts: 



Plant and machinery $35,000 

Stock raw material, January 

1, 1916 15,000 

Accounts Receivable 25,000 

Cash 200 

Loan Account 7,000 

Purchase Material 38,000 

Labor 24,000 

Traveling Expenses 2,500 

Salaries, General 6,000 

Interest 600 

Stationery and Printing 1,200 

Rents and Taxes 3,500 

Discoimts and Allowances . . . 1,250 

Fuel 3,000 

Insurance (plant) one year 

from July 1, 1916 1,150 

Freight Inward 1,500 

General Expenses 600 



S165,50() 



Capital A $40,000 

Capital B 20,000 

Creditors' Accounts 4,000 

Sales 95,000 

Bank Overdraft 5,000 

Rent of Steam Power 1,500 



$165,500 



Stock on hand December 31, 1916, $23,000 ; each partner to be credited 
6 per cent on his capital for one year before profits are ascertained ; 3 per 
cent to be written off book debts for discount; 10 per cent of machinery 
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and plant to be provided for depreciation ; unexpired insurance to be taken 
into account; net profits to be divided % to "A," J/^ to "B." 

(a) Prepare Manufacturing, Trading, and Profit and Loss accounts, 
together with a Balance Sheet. 

(b) What is the value of the goodwill figured on a 15 per cent basis, 
the average capital invested in the businet?s being $50,000 and the profits 
before interest charges being: 1911, $5,000; 1912, $10,000; 1913, $11,000; 
1914, $3,000; 1915, $22,000; 1916, i (Mass., Oct., 1917.) 

3. A corporation was organized and began business January'!, 1915. 
On December 31, 1916, it closed its books and presented a statement to its 
bank, the statement embodying the accounts as follows: 

Trial Balance 



Machinery 

Land 

Buildings, Brick 

Buildings, Wooden 

Patents 

Accounts Payable, Purchase Ledger 

Notes Payable 

Mortgage Payable 

Finished Goods (Selling Value) 

Prepaid Insurance 

Cash 

Dies and Patterns 

Prepaid Interest 

Customers' Ledger 

Personal Accounts, Salesmen 

Personal Accounts, Officers 

Goods in Process (Cost) 

Raw Materials (Cost) 

Supplies 

Preferred Stock Retired 

Personal Accounts, Officers 

Personal Accounts, Salesmen 

Preferred Stock 

Common Stock 

Accrued Payroll 

Surplus 




$85,000 

8,000 

38,000 

28,000 

400|000 



100,000 

7.850 

55,000 

34,000 

4,400 

189,500 

4,500 

4,000 

40,000 

170,000 

2,500 

37,950 



Credits 



$1,208,700 



$178,000 

200.000 

54,000 



2,200 

3,000 

250,000 

400,000 

4,000 

117,500 



$1,208,700 



The bank, not being satisfied with tlie statement, instructs you to prepare 
and certify a n^w one. You find that the depreciation reserves on build- 
ings and property have never been set up. In connection with the ma- 
chinery, dies, and patterns, you find that the business operates under 
valuable patents granted January 1, 1915, and that the machinery, dies, 
and patterns are planned and expected to last during the life of the 
patents. The patents used by the corporation will not be subject to 
renewal. 
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The product is sold on a 20 per cent margin of gross profit. Five per cent 
is allowed to all customers for cash discount, and all customers' accounts 
are collectible. Salesmen sell goods on commission and are allowed to 
draw iu advance as required. 

Preferred-stock dividends were paid semiannually at the annual rate of 
7 per cent. Preferred stock was retired on December 30, 1916, at 115, the 
January 1, 1917, dividend not yet paid, to go to the stockholders. Com- 
mon-stock dividends have been paid at the rate of 5 per cent each year on 
December 1. 

A judgment was recorded against the corporation for $5,000 in 
December, and the treasurer states that he does not wish it to appear 
in the statement for the year. 

There is a lawsuit pending against the corporation for $20,000 based, 
according to the corporation's attorney, on grounds hard to defend. 

(a) Prepare revised Balance Sheet. (6) State the profits for the past 
two years after paying preferred-stock dividends, (c) The expenses 
of selling and distributing the product leave a margin of net profit 
equivalent to % of the gross profit. What were the total gross sales in 
the two years? (Depreciation rates: buildings (brick), 2 per cent; build- 
ings (wooden), 4 per cent.) (Mass., Oct., 1917.) 

4. Sniith, Brown, and Jones agree to join in partnership for the pur- 
pose of working a patent. The patent is the property of Jones. 

Smith puts into the business in cash $10,000, and Brown $15,000. Jones 
has no cash capital, but his patent and machinery are taken in as the 
equivalent of $7,500 and $2,500, respectively, and are credited to his Capital 
account accordingly. The life of the machinery is estimated at ten years, 
and the patent has fifteen yeai-s to run. Half of the annual depreciation 
on the patent and machinery is to be charged against Jones' drawing 
account. Jones is to draw $100 a month as manager of the business, and 
is to have one-third of the net profits (subject to depreciation as above) 
the remainder of the net profits to go two-fifths to Smith and three-fifths 
to Brown. » 

The profits (before charging management salary and depreciation on 
machinery and patents) and the drawings are as follows; 



Profits 

Drawings by Smith 

Drawings by Brown 

Drawings by Jones (in excess of salary and before 
charging him with depreciation) 



1906 


1907 


$7,500 
1,000 
1,500 

500 


$10,000 

750 

^ 1,000 

400 



1908 



$20,000 
1,000 
1,250 



450 



You are required to: (a) prepare final profit for each year, showing dis- 
tribution of net profits to the partners; (h) prepare Capital accounts of 
the partners for each year; (c) prepare Patent and Machinery accounts for 
each vear. 
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Note: In answering this question it is not necessary to show Journal 
entries. Interest on capital is not to be considered. 

(Wash., Aug., 1908.) 

5. On January 1, 1906, the Never Slip Razor Company was incor- 
porated with a capital stock of $50,000, subscribed as follows : J. Colgate, 
$10,000; T. Williams, $20,000; and R. Armour, $20,000. 

Colgate's subscription was settled by the transfer of patent rights to 
the Company. Williams and Armour paid cash. 

W. Morgan was appointed manager, at a salary of $5,000 and 10 per 
cent commission on the profits prior to charging his commission. 

As at December 31, 1915, the financial position of the Company was as 
follows : 



Assets: 

Current and Working $75,000 

Patents, etc 65,000 

Total $140,000 



LiabUities: 

Current and Accrued .... $10,000 

Capital Stock 50,000 

Surplus 80,000 

Total $140,000 



The current and accrued liabilities of $10,000 include $4,000 due to W. 
Morgan for excess of salary and commissions to date over drawings. 

The Profit and Loss account for the ten yeai*s showed net profits avail- 
able for dividends as follows : 1906, $4,500 ; 1907, $13,500 ; 1908, $27,000 ; 
1909, $18,000; 1910, $27,000; 1911, $36,000; 1912, $45,000; 1913, 
$63,000; 1914, $81,000; 1915, $126,000; and total, $441,000. 

It was decided to form a new company, The Never Slip Corporation, with 
a capital stock of $500,000, to take over the business as at January 1, 
1916. 

Stock was to be allotted to the original stockholders of the old company 
in the ratio of eight new shares for one old share. 

The balance was to be issued to W. Morgan to secure his services as 
manager with an annual salary of $5,000 and no commission. 

The Patents account in the books of the old company was as follows : 

Jan. 1, 1906, Patent Rights acquired from J. Colgate . . . $10,000 

Dec. 31, 1906, Application Fees, Attorney Fees, Etc 1,000 

Dec. 31, 1907, Application Fees, Attorney Fees, Etc 500 

Dec. 31, 1908, Application Fees. Attorney Fees, Etc 500 

Dec. 31, 1909, Application Fees, Attorney Fees, Etc 2,000 

Dec. 31, 1910, Application Fees, Attorney Fees, Etc. . . . 12,000 

Dec. 31, 1911, Application Fees, Attorney Fees, Etc 8,000 

Dec. 31, 1912, Application Fees, Attorney Fees, Etc 7,000 

Dec. 31, 1913, Application Fees, Attorney Fees, Etc 7,000 

Dec. 31, 1914, Application Fees-, Attorney Fees, Etc 7,000 

Dec. 31, 1915, Application Fees, Attorney Fees, Etc 10,000 

Total $65,000 



The date of the principal patent was January 1, 1909. It was decided 
that all expenditure on patents until that date should be capitalized, but 
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that after that date, the account was to be adjusted by providing for writ- 
ing off the principal patent by January 1, 1926, all expenditure, before 
and after January 1, 1909) being considered as connected with the princi- 
pal patent. 

Show how you would adjust Patents account. Also adjust the ac- 
counts so that W. Morgan is credited with 20 per cent commission in lieu 
of salary and 10 per cent during the 5 years ended December 31, 1915. 
Give (1) W. Morgan^s account, (2) a summary of net profits for the 10 
years, (3) Balance Sheet of the old company, (4) Balance Sheet of the 
new company, and (5) a recommendation as to depreciation to be written 
off the intangible assets of the new company. 

(III., Dec, 1916; Md., Dec, 1917.) 

6. A corporation agrees to purchase from a firm of four partners their 
busiaess. Their assets and liabilities were as follows : buildings, $100,000 ; 
machinery, $38,335; stock, $105,940; accounts receivable, $278,680; bills 
receivable, $37,005; cash, $17,030; horses and wagons, $1,230; unexpired 
insurance, $175; accounts payable, $84,065. 

Capital of each of the partners: A, $125,500; B, $103,500; C, $133,000; 
D, $132,330. 

It was further agreed that the partners were to be paid for goodwill, 
based on a year and a quarter purchase of the last th^ee years' (average) 
profit which were respectively $34,150, $35,250, and $45,450. 

Prepare a balance sheet bringing in the goodwill and distributing it 
equally among the four. 

(Mioh., Nov., 1007.) 



CHAPTER VI 

MERGERS AND CONSOLIDATIONS 

Methods of Amalgamation — Business enterprises can be combined by 
mergers, consolidations, and holding companies. Both mergers and con- 
solidations actually unite the different firms. Mergers combine by having 
an existing company absorb the other firms, while consolidations fuse all 
the firms into a new one by issuing the stock of the new company in ex- 
change for the stock of all the old companies.* Holding companies are 
discussed in Chapter VII, Volume IL 

Combinations may be created by gentlemen's agreements, interlocking of 
directorates, pools, and trusts.' However, these methods do not affect the 
individual firms or their accounting. Leases are sometimes used as a 
means of combining firms,* but this causes no accounting difficulties other 
than those discussed in Chapter V, Volume II, under the caption "leases." 

Advantages of Combinations — The principal advantages claimed for 
amalgamations are the economies due to large scale production, namely, 
(a) better use of by-products, (b) standardization and improvement in 
product, (c) elimination of duplications, (d) control of sources of raw 
materials, (e) improved marketing facilities, (f ) more advantageous terms 
of financing, and (g) greater facilities for dealing with labor, etc.* 

Investigations Preliminary to Consolidations — The investigation pre- 
liminary to a consolidation must include an audit of all the firms. This 
work is frequently simplified, however, by having the fixed assets and the 
inventories valued by independent appraisers." When the content is 
known, the accounts should all be reduced to the same basis by having (a) 
depreciation and costs calculated on the same basis, (b) labor and burden 
prorated uniformly, and (c) all appraisals made by the same methods." 

In calculating the earning capacity of the firms, their normal profits 
should be computed^ as shown in Chapter V, Volume II, under the caption 
"valuation of goodwill." If both partnerships and corporations are to be 
consolidated, reasonable salaries for the partners should be charged, but 
partners* drawings and interest adjustments on account of capital and 
drawings should not be considered in calculating the normal profits.* 

The report on an investigation preliminary to a consolidation should (a) 
compare gross incomes, (b) compare manufacturing and trading costs per 
unit, (c) state possible benefits through sales of increased production, if 
some of the firms are working below capacity, (d) state prospective sav- 
ings in selling and administrative expenses through the consolidation, (e) 
compare the costs of securing capital,* and (f ) give future prospects as 
shown by unfilled orders of eacli concern/** 



*For explanation of superior figures see page 307. 
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Since the detailed report is liable to confuse the clients, the following 
special form of certificate has been recommended :'' 

"CERTIFICATION 

Gentlemen: I have examined the records of the Brown Manufacturing^ 
Company, Limited, and of the Jones Manufacturing Company, Limited, 
each for a period of three years, and hereby certify to the correctness of 
the underwritten statements, as to Capital, Earnings, Expenses of Opera- 
tion, and Net Earnings, covering the period given : 

Brown Manufacturing Co., Limited 



1898. 
1899. 
1900 



TOTAL 



Net Capital 
Employed 



Earnings 



Expenses of 
Operation 



Net 
Earnings 



Jones Manufacturing Co., Limited 



1898. 
1899. 
1900 



TOTAL 



Net Capital 
Employed 



Earnings 



S 



Expenses of 
Operation 



Net 
Earnings 



Combined Companies 



1898 

1899. 

1900, 



TOTAL 



Net Capital 
Employed 



$ 



Earnings 



$ 



S 



Expenses of 
Operation 



S 



$ 



Net 
Earnings 



S 
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For further information reference is made to my reports in detail here- 
with. 

John Thompson, Accountant." 

Capitalization of Amalgamations — While combinations are usually cap- 
italized on their operating earning power, either the cost of property plus 
accumulated surplus value or the cost of reproducing the property may 
be used as the basis." 

Assume that it was proposed to organize "X" Corporation to combine 
"A" Corporation and "B" Corporation, using the following data: 





Assets 
(Book Value) 


Assets 

(Reproduction 

Value) 


Liabilities 
(Book Value) 


Operating 
Profits 


*'A'* Corporation. . 
"B" Corporation. . 


$200,000 
100,000 


$250,000 
75,000 


$50,000 
25,000 


$30,000 
20,000 



If "X" Corporation is to be capitalized on operating earning power, the 
goodwill would be evaluated as shown in Chapter V, Volume 11. If the 
goodwill is capitalized on a 10 per cent basis calculated on excess profits, 
the computation of the goodwill would be :" 





Net 
Worth 


Normal 
Profits 


Operating 
Profits 


Excess 
Profits 


Goodwill 


"A" Corporation. . . 
"B" Corporation . .. 


$150,000 
75,000 


$15,000 
7,500 


$30,000 
20,000 


$15,000 
12,500 


$150,000 
125,000 



Then each corporation would be valued at its net worth plus the good- 
will, viz., "A" Corporation at $300,000 and "B" Corporation at $200,000, 
and "X" Corporation would be capitalized at $500,000. 

If the cost of the property plus accumulated surplus value basis was 
used, "X" Corporation would be capitalized at $225,000, or the sum of the 
net worths of "A" Corporation and "B" Corporation. 

On the cost of reproduction basis, "A" Corporation and "B" Corpora- 
tion would be valued at $200,000 and $50,000, respectively, or the excess 
of the reproduction value of their assets over the liabilities, and "X" Cor- 
poration would be capitalized at $250,000. 

Payment for Amalgamated Interests — Payment is frequently made to 
the stockholders of the combined companies by issuing preferred stock or 
bonds for the net assets, and common stock for the goodwill." 
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Closing Entries for Amalgamated Companies — The books of the dis- 
organized companies must be closed." This can be done, after goodwill has 
been properly handled, by using the first and second entries given in 
Chapter VII, Volume I, under the caption "closing partnership books 
after sale" and by using the following entries in lieu of the third and 
fourth entries :" 

Entry No. 3 
Jones-Smith Company Preferred Capital Stock xxxxxxx 
Jones-Smith Company Common Capital Stock xxxxxxx 
Jones-Smith Company, Vendee xxxxxxx 

Entry No. 4 

Surplus xxxxxxx 

Preferred Capital Stock xxxxxxx 

Common Capital Stock xxxxxxx 

Jones-Smith Company Preferred Capital 

Stock xxxxxxx 

Jones-Smith Company Common Capital 
Stock xxxxxxx 

If desired, the net worth accounts of the old companies may be closed 
into a "sundry stockholders" account, which account would then be closed 
to record the distribution of the stock of the vendee company." 

Opening Entries for Amalgamated Companies — The opening entries on 
the books of the combined company for both mergers and consolidations 
would be : 

Part 1 

Unissued Preferred Stock xxxxxxx ^ 

Unissued Common Stock xxxxxxx 

Authorized Preferred Capital Stock xxxxxxx 

Authorized Common Capital Stock xxxxxxx 

Part 2 

Subscribers to Preferred Stock xxxxxxx 

Subscribers to Conmion Stock xxxxxxx 

Subscriptions to Preferred Stock xxxxxxx 

Subscriptions to Common Stock xxxxxxx 

Part 3 

Assets (itemized) xxxxxxx 

"X" Company, Vendor xxxxxxx 

"X" Company, Vendor xxxxxxx 

Liabilities (itemized) xxxxxxx 

"X" Company, Vendor xxxxxxx 

Subscribers to Preferred Stock xxxxxxx 

Subscribers to Common Stock 



Part 4 

Subscriptions to Preferred Stock xxxxxxx 

Subscriptions to Conmdon Stock xxxxxxx 

Unissued Preferred Stock 

Unissued Common Stock xxxxxxx 
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In case of a merger, "Part 1" would be omitted, if the continuing cor- 
poration had sufficient unissued or treasury stock on hand to issue to the 
new stockholders. 

If bonds are issued in addition to corporate stock, entries similar to 
those given in Chapter XI, Volume I under the caption "issue of bonds" 
must be incorporated in the above entries. 
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QUESTIONS 

affERGERS AND CONSOLIDATIONS 

1. Define: Merger. (Wis., May, 1916.*) 

2. Define: Amalgamation. (Wis., May, 1916.) 

3. What are the essential features to be considered when two or more 
companies contemplate consolidation'? (N. Y., Jan., 1917.) 

4. Give sample of a report such as you would make after having ex- 
amined several copartnerships engaged in the same line of business, that 
desire to combine in one corporation. Give your views and reasons there- 
for as to the advisabilitv or as to the inadvisabilitv of the merger. (N. Y., 
June, 1915.) ' ' * 

5. An amalgamation of four manufacturing corporations is proposed. 
You are asked to give a report as to the earning power of each company 
for the past ten years. What items regnilarly treated as expenses may 
be omitted in the preparation of your report? List the items and give 
brief reasons for so doing. (Wis., May, 1919.) 

6. What are the three leading types of corporation consolidation? 
Discuss in detail the advantages and disadvantages of each form from the 
standpoint of the corporation. (Pa., May, 1906.) 

7. What are some of the methods commonly employed for the acqui- 
sition of control by one corporation over another, and what entries are 
necessary in the books of each of the corporations to show the transactions 
incident to the acquisition by each of the different methods you mention? 
(Pa., May, 1905.) 

8. In a report upon the proposed amalgamation of two companies, 
state how you would treat the following points in arriving at the earning 
power of each concern. Give reasons for your treatment: (a) Antic- 
ipated profits on construction in process; (?;) depreciation repairs, re- 
newals and replacements of plant and equipment; (r) interest paid on 
borrowed capital; (d) bad debts reserve. (Cal., Nov., 1916.) 

9. "A" and Company acquire the plants of "B," "C," "D," and "E," 
assuming their assets and liabilities at book values, the purchase price 
being one-half of the amount shown by the Surplus account of each. 
Without going into lengthy detail, but just considering the three items, 
assets, liabilities, and surplus, what entries would you make to set up 
these accounts in the Ledger of "A" and Company? (Va., Oct., 1911.) 

10. Your advice has been asked as to the basis of consolidation and 
recommendations as to the determination of the value of the physical assets 
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of the several companies. State what your suggestions along these lines 
would be, and in your recommendations as to the basis of consolidation 
what weight would you place upon the values of the several physical prop- 
erties, the net eunent assets owned, the volume of business performed by 
each company, and the percentage of net earnings on investment? (Pa., 
Nov., 1918.)^ 

11. Where a number of manufacturers contemplate consolidating, what 
means should be taken to insure the statements of assets and liabilities and 
profits being on the same general plan? (III., Nov., 1903; 111., Mav, 
1915»; Del., June, 1915.) 

12. In the case of a consolidation of three manufacturing concerns, 
how would you determine the goodwill of the consolidated company? 
(111., May, 1905; 111., May, 1015.) 

13. Three corporations are to be merged. In examining the records 
of Corporation **B," formed three years previously with an authorized 
capitalization of $250,000, you find the entire capital stock carried on the 
books as fully paid in. The facts you ascertain are as follows: 

There are three directors, "X,^^ ^*Y," and ^*Z," composing all the sub- 
scribers to the stock. The ]iayments have been received at a directors' 
meeting with all present. "X'' subscribed for $100,000 w^orth of stock and 
paid all in cash; "Y" subscribed for $75,000 w^orth of stock and paid 
$50,000 in cash and a note of $25,000 on demand; "Z" subscribed for 
$75,000 worth of stock and paid $25,000 in cash and a note of $50,000 
on demand. 

These notes are carried among the assets and are still unpaid at the time 
of your examination, no interest having been collected. "Y" and "Z" 
cannot make good. In preparing a report on this state of facts, what 
recommendations would you make, and whv? 

(N. Y., June, 1913.) 

14. Four competitive manufacturing corporations engaged in the same 
line of business have agreed to consolidate. 

You are employed to formulate a plan for the valuation of the assets of 
the respective corporations, in which the (1) plant and equipment; (2) 
inventories of finished stock and work in process, and raw material; (3) 
accounts and bills receivable; and (4) goodwill, are to be valued upon a 
fair and equitable basis, and you are to outline a general plan dealing 
with each of the above specifically and separately. 

(Texas, June, 1915.) 

15. State what, in your opinion, is a fair basis for apportionment of 
stock to the several companies consolidating into one corporation, ex- 
plaining fully. (Mo., Dec., 1913.) 

16. Two conceme in similar lines contemplate consolidating their busi- 
ness. You are requested to examine the books of account and report on 
matters germane to the contemplated merger. What data would you 
probably present in your report? (N. Y., June, ]909.)' 

17. In auditing the accounts of a Virginia corporation taken over by 
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another Virginia corporation, what books and papers would you examine? 
(Va., Oct., 1912.) 

18. On March 1, 1913, two corporations, "A" and "B," agreed to 
amalgamate on April 1, 1913, in a new corporation, "C." The distribu- 
tion of the capital stock of "C" to be based upon the respective financial 
condition of "A" and "B" on January 1, 1913, whereby "A" was to re- 
ceive 40 per cent and "B" 60 per cent of said stock. All assets of "A" 
and "B" to be turned over to **C," which is to assume "A's" and **B's-' 
liabilities, all as of April 1, with adjustment of any dividends paid by 
"A" or "B" between January 1 and that date. February 1, "A" had 
drawn out in dividends $20,000. What amount should "B" draw out 
before the amalgamation, to equalize the cash assets to be turned over by 
him to "C"? (Mass., June, 1913.) 

19. The "A" Company acquired the entire capital stock of the "B" 
Company by purchase and claimed to have absorbed subsequently the 
"B" Company by merger, and as an evidence thereof, recorded on its own 
books of account the various assets and liabilities of the "B" Compapy. 
How would you, as auditor, proceed to satisfy yourself that such transac- 
tions were correct and duly authorized? How should the account on the 
books of the "A" Company, representing the capital stock of the "B" 
Company, be disposed of? (N. Y., June, 1918.) 

20. If a New York corporation was merged, at some date other than the 
end of the fiscal year, into another New York corporation which owned 
all. of the outstanding capital stock of the first corporation, how would 
you handle the existing accounts of the two corporations, as of the date 
when the merger became effective, and subsequent thereto? (N. Y., Jan., 
1920.) 
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PROBLEMS 
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1. Assume that the Wisconsin Motor Company was incorporated in 
New York on January 2, 1917, to acqmre the business of the Wisconsin 
Automobile Corporation. The authorized capital stock of the Wisconsin 
Motor Company is $2,000,000, 7 per cent cumulative preferred, and 600,000 
shares of common stock of no specified par value. 

The Balance Sheets of the Wisconsin Automobile Corporation on Janu- 
ary 1, 1917, and January 1, 1916, were as follows : 



• 

Assets 

Cash on Hand and on Deposit. . . . 

Notes and Accounts Receivable. . . 

Investments 

Merchandise Inventories 

Real Estate, Buildings, Machinery 

Goodwill 

Prepaid Expenses 

Liabilities 

Notes Payable 

Accounts Payable 

Dealers Contract Deposits 

Accrued Accoimts 

Promietary Interest 

Preferred Stock 

Common Stock 

Contingent Reserve 

Surplus 



The preferred stock of the old corporation was exchanged for the full 
amount of the preferred stock in the new company. Of the new company's 
common stock, 200,000 shares were exchanged for the common stock of the 
old corporation, 200,000 shares were unissued at the present, and the re- 
maining 200,000 shares were offered for public subscription at $35 per 
share. The transactions in this portion of the stock are as follows : 50,000 



1917 



1916 



$564,747 

2,873,383 

630,702 

5,860,948 

3,184,278 

1 

37,480 


$1,173,135 

1,049,005 

401,127 

3,327,301 

2,215,831 

1 

27,863 


$13,051,539 


$8,194,263 


$3,000,000 

1,040,799 

105,662 

243,821 


$250,000 

437,283 

90,326 

73,969 


$4,390,282 


$851,578 


$1,400,000 

5,000,000 

136,783 

2,124,474 


$1,100,000 

5,000,000 

145,764 

1,096,921 


$8,661,257 


$7,342,685 
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shares sold at $32 per share, 100,000 shares sold at $36 per share, 50,000 
shares sold at $34 per share. 

The new company expet'ts to mahitain a dividend policy on common 
stock at $3 per share per annum. 

You are asked to prepare: (a) th,e opening Balance Sheet of the Wis- 
consin Motor Company, as of January 2, 1917, assuming that the com- 
mon shares were sold for cash on that day. (6) What is the book value 
of a share of common stock in the new company? (c) How would you 
account for the sale of stock at $32-$36 per share? (d) Prepare a com- 
parative statement of assets, liabilities, and proprietary interest of the 
Wisconsin Automobile Corporation by showing increases for each of the 
items listed. (Wis,, April, 1917.) 



2. 



Balance Sheet of "A" 



Property leases and goodwill 

Fixtures 

Merchandise inventory. . . . 

Sundry debtors 

Sinking fund assets 

Cash on hand 



$470,133 
81,791 
126,538 
54,642 
11,690 
20,204 



$764,998 



Capital Stock $400,000 



Bonds 

Sundry creditors 

Surplus 

Pension fund . . . 

Sinking fund 

Profit and Loi 



ss 



100,000 
59,975 

135,886 

5,460 

11,690 

51,987 

$764,998 



Balance Sheet of "B" 



Cash $51,195 

Investments: 

Short time loans 108,000 

Stock of " A'* at par 100,000 

Stock of ''C" at par 20,000 

Bonds of Company "A" at 

par (cost) 50,000 

Railroad and other bonds at 

present value 126,070 

Merchandise 366,437 

Sundiy debtors 15,563 

Prepaid expense 12,715 

Goodwill and trademarks . . . 422,900 

Plant and Machinery 173,337 

$1,446,217 



Preferred stock . . 
Common stock. . . 

Surplus 

Accounts Payable. 
Notes Payable . . 
Profit and Loss . . 



$800,000 
123,000 
160,000 
141,235 
4,728 
217,254 



$1,446,217 
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and there is owing to the Jones Minin*^ Comi)any by the Western Iron 
Company the sum of $24,000. 

The new corporation will be known as the Western Steel Products 
Company. The predecessor companies are all to dissolve. 

It will be capitalized at $50,000 to consist of 50,000 shares of $1 par 
value. 

There will be issued $600,000 of gold notes bearing 7 per cent interest, 
due December 31, 1923, in connection with which discount and expense 
amount to 5 per cent. 

The holders of Steel Products Company common stock are to receive 10 
shares of new stock for each share of old stock. 

The holders of Western Iron Company common stock are to receive 5 
shares of new stock for each share of old stock. 

The holders of Jones Mining Company common stock are to receive 15 
shares of new stock for each share of old stock. 

The funds provided will also be used to retire the mortgage due January 
2, 1919, and all notes payable on record at December 31, 1918. You are 
to take into consideration that the ore lands are worth double their present 
net book value and the merger is to provide for this. All other properties 
are taken over at net book values. 

Prepare the Balance Sheet of the Western Steel Products Company 
after giving effect to all proposed financing. (Wis., Nov., 1919.) 
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Balance Sheet of "C 



ft 



Land and Buildings $41,438 

Machinery 20,577 

Merchandise 19,010 

Office Furniture 5 ) 

Cash 14,73) 

Accounts Receivable 21,245 

Goodwill at cost 81,867 

Bonds of Company "A," 

5,000 at cost 5,030 



$204,547 



Capital Stock $120,000 

Bonds 30,675 

Surplus 34,000 

Dividend Declared 1,650 

Accounts Payable 5,879 

Profit and Loss 12,343 



$204,547 



Company "D" is organized for the purpose of consolidating the three 
companies whose Balance Sheets are given above, engaged in allied busi- 
ness. Company "D" is authorized to issue $2,000,000 preferred stock, and 
$350,000 common stock. It aiTanges to buy stock of the subsidiary com- 
panies on the following terms: 



For Each Share of 


Is Offered of "D" Pre- 
ferred Stock 


''D" Common Stock 


"A" stock 
"B^' preferred 
"B" common 
"C" stock 


1 Share 

2 Shares 

1 Share 


H Share 

1 Share 
H Share 



On these terms "D" acquires $290,000 of "A" stock, all the preferred 
stock of "B," $100,000 of common stock of "B," and $100,000 of "C" 
stock. The stock bought was obtained from individual holders, the stock 
of "A" and "C" held by "B," as well as some stock held by non-consent- 
ing stockholders, not being acquired. The remaining preferred stock of 
"D" was held by the company. The rest of the common stock authorized 
was sold for cash at par. The expenses of organization amounted to 
$5,000 and were paid in cash. 

Of the accounts receivable held by "C," $20,000 were due from "B.'' Of 
the sundry debtors on the books of "B," $5,500 were due from "A." 

Company "D" also issues $500,000 bonds which it sells at 105 and pays 
$500,000 cash for a plant which it buys direct. 

Prepare a Consolidated Balance Sheet. 

(A. I. of A., June, 1917.) 

3. The financial statement of the Z Company on January 1, 1919, after 
purchasing the stocks of the X and Y Companies was prepared as 
follows : 
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Assets 

Cash 

Goodwill 

Plant Equipment 

Inventories 

Accounts Receivable . . 
Deferred Charges 

Liabilities 

Notes Payable 

Accounts Payable 

Proprietary Interest 
Preferred Capital Stock 
Common Capital Stock 



$575,000 

3,428,000 

1,250,000 

1,525,000 

550,000 

12,000 



$500,000 
840,000 



$1,000,000 
5,000,000 



$7,340,000 



1,340,000 



$6,000,000 

The directors call you in to (a) verify the goodwill item of $3,428,000 
which seems unusually large in comparison to the other items, and they 
also instruct you to prepare: (b) the opening Journal entries on the 
books of Z Company; (c) the closing Journal entries on the books of the 
X Company; and (d) the closing Journal entries on the books of the Y 
Company. 

You are given the following statements showing the financial condition of 
the X Company and the Y Company on December 31, 1918: 



Assets 

Cash 

Plant Equipment . . 

Inventories 

Accounts Receivable 
Deferred Charges . . . 

Ldabilities 

Notes Payable 

Accounts Payable . . 

Proprietary Interest 

Capital Stock 

Surplus 



X Company 



$50,000 
1,000,000 
1,500,000 

500,000 
10,000 



$3,060,000 



$500,000 
800,000 



$1,300,000 



$1,500,000 
260,000 



$1,760,000 



Y Company 



$25,000 

250,000 

75,000 

150,000 

2,00) 



$532 000 



$140,000 



$1^:0,000 



$100,000 
202,000 



$362,000 



You learn that $100,000 of the accounts payable of X Company was 
due to the Y Company and included by the latter in their accounts re- 
ceivable. Furthermore, the X Company had borrowed $100,000 of tlie Y 
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Company (included in X Company's notes payable) which the Y Company 
had discounted at banks. The inventories of the X Company include 
$250,000 of materials purchased from the Y Company on which the Y 
Company had made 20 per cent gross profit. 

The stockholders of the Y Company were paid $500,000 in cash for 
their holdings, the stockholders of the X Company received the common 
stock of the Z Company in exchange for their holdings, and the preferred 
stock of the Z Company was sold to the public for cash at par. 

(Wis., Nov., 1919.) 

4. The following items appear on the Balance Sheet of the American 
Pin Company, June 30, 1912: land, buildings, equipment, etc., $335,000; 
capital stock of the Bronx Pin Ticket Company, par, $50,000; cost, 
$57,400; patents, $15,000; working and trading assets, $37,500; cash, 
$10,000; accounts receivable, $32,000; due from Bronx Pin Ticket Com- 
pany, $375.82 ; deferred assets, $1,500 ; first-mortgage 6 per cent gold bonds 
payable, due 1922, $100,000; taxes accrued, $3,250; salaries and wages 
accrued, $4,327.82; accounts payable, $123,749.83; notes payable and in- 
terest, $80,125; interest accrued on first mortgage bonds payable, $2,500; 
reserve for depreciation of building and equipment, $35,000; preferred 
capital stock outstanding, $75,000; common capital stock outstanding, 
$50,000 ; profit and loss surplus, $14,823.17. 

The American Pin Company having acquired all the capital stock of 
the Bronx Pin Ticket Company, the Balance Sheet of which appears be- 
low, it is proposed to merge the two companies as of July 1, 1912 : 

Assets. — Land, buildings, and equipment, etc., $260,000; capital stock 
of the Blauser Pin Tray Company carried at par, $35,000; patents, 
$22,625; working and trading assets, $10,000; cash, $10,365.27; accounts 
receivable, $37,943.86; sinking fund, $3,236.92; deferred charges to ex- 
pense, $1,200. Liabilities and capital. — First-mortgage 5 per cent gold 
bonds payable, due 1925, $50,000 ; taxes accrued, $2,750 ; salaries and wages 
accrued, $3,147.83; due to creditors, $144,720.30; due to American Pin 
Company, $375.82; notes payable and interest, $31,372.53; interest ac- 
crued on first-mortgage bonds payable, $1,250; reserve for depreciation of 
plant and equipment, $27,500; common capital stock outstanding, $50,000; 
profit and loss surplus, $69,254.57. 

Prepare : 

(a) The entries on the books of the American Pin Company. 

(b) The entries on the books of the Bronx Pin Ticket Company. 

(c) Balance sheet of the American Pm Company after the merger. 

(A. L of A., Nov., 1918.) 



CHAPTER VII 

HOLDING COMPANIES 

Holding Companies — ^Holding oompanies are oorporations owning other 
eorporations' stocks from which are derived dividends as principal income.^ 
Holding companies may be divided into two classes: (a) Those holding 
controlling stock interests for the purpose of control, and (b) those owning 
securities of other corporations for the purpose of acquiring income.' 

From the operating standpoint a holding company is merely a series of 
separate establishments under the same management and ownership.* 
The accountant regards the legal net work of subsidiary organizations as 
pure fiction and regards the relation of the entire group to outsiders as 
matters of prime importance.* The fact that the stock is owned by a 
holding company does not affect the accounting of the subsidiary company, 
save as to the record of stockholders.* 

There is a financial, although not a legal, distinction between a parent 
and a holding company, in that a parent company organizes its own 
subsidiaries, while a holding company acquires the stock of already exist- 
ing corporations.* 

The accounting requirements for holding companies involve merely the 
accounting for permanent investments in corporate securities,* a matter 
discussed in Chapter YIII, Volume I, under the caption '^investments in 
stocks.'' Aside from the financial statements, the accounting for holding 
companies offers no special difficulties.* 

Consolidated Balance Sheets — ^A consolidated balance sheet is a state- 
ment showing the precise assets and liabilities of the holding company and 
its subsidiaries, for the purpose of showing, after elimination of inter- 
company items, exactly what stands behind the securities of the holding 
company.* A distinction must be made between a consolidation balance 
sheet, or the totaling of all the items on each individual balance sheet into 
one combined statement for the purpose of showing the condition of the 
companies if they were united,^* and a consolidated balance sheet. 

While the consolidated balance sheet is without legal status," its use is 
necessary to show the true value of the stock of holding companies, and 
an auditor is not justified in verifying the books and records of a holding 
company and issuing thereafter an ordinary balance sheet. As consolidated 
balance sheets swell both the assets and the outside liabilities, they should 
not be used unless substantially all of the subsidiary stock is owned by the 
holding company." 



'For explanation of superior figures see page 307. 

a23 



124 



C. P. A. ACCOUNTING 



Illustrative Problem — Disregarding bond interest and amortization of 
bond premium, prepare a consolidated balance sheet as of Dec. 31, 1920, 
from the following individual balance sheets as of same date : 



Aflsets 



Cash 

Accounts Receivable 

Notes Receivable 

Inventory 

Treasury Stock 

800 Shares "A" Common. . 
200 Shares "B" Preferred. . 
700 Shares "B" Common. . 
Sinking Fund Investments. 

Deficit 

Plant 



<<v>» 



$40,000.00 
8,000.00 (a) 



145,000.00 (g) 
15^; 000. 00 (g) 
50,000.00 (g) 



$258,000.00 



il A »» 



$9,000.00 
60,000.00 
25,000.00 (b) 
40,000.00 (d) 
12,000.00 (f) 



6,000.00 (h) 

75,'666.66Yjj 



$217,000.00 



irnM 



B' 



$4,000.00 
30,000.00 
20,000.00 (c) 
33,000.00 (e) 



20,000.00 (i) 
65,000.00 



$172,000.00 



Liabilities and Capital 



Accounts Payable 

Notes Payable 

Bonds Payable 

Reserve for Depreciation . . 

Sinking Fund Reserve 

Premium on Bonds 

Common Stock (Par $100) . 
Preferred Stock (Par $100) 
Surplus 



"X" 



$40,000.00 (k) 



8,000.00 
200,000.00 

'i6,'666.66 



$258,000.00 



it A >> 



$5,000.00 

10,000.00 

50,000.00 

5,000.00 

6,000.00 (1) 

ioo^ooo.oo" 
41 1666. 66 (n) 



$217,000.00 



"B" 



$16,000.00 

12,000.00 

40,000.00 

4,000.00 



75,000.00 
25,000.00 (m) 



$172,000.00 



(a) Represents advances to "B," which are placed on "B's" books at only 

$7,500, as the payment of "B's" note for $500 by "X" has not yet 
been recorded by '^'B." 

(b) Includes "B's" note for $10,000. 

(c) There are $1,000 undue notes receivable discounted made by "A" and 

$500 made by an outside solvent firm. 

(d) Valued at cost; includes $990 goods purchased from ^'B.'' 

(e) Valued at selling price; gross profit on cost of sales 10 per cent. 

(f ) 100 shares purchased July 1, 1920, on open market. 

(g) Purchased Jan. 1, 1920, on open market. 
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(h) Represents 5 Bonds purchased from "X" July 1, 1920. 

(i) Balance, Jan. 1, 1920, was $10,000. 

(j) Includes $25,000 addition made during year by "B" at cost of $20,000. 

(k) Issued July 1, 1920, at 120. 

(I) Created July 1, 1920. 

(m) Cumulative 7% for year, undeclared. 

(n) Balance, Jan. 1, 1920, was $18,000. 

Before presenting a solution to the above problem, the theoretical points 
involved will be briefly discussed. 

Personal Accounts — The personal accounts must be analyzed before a 
consolidated balance sheet can be prepared, because intercompany items 
whether created by advances, bond interest, stock dividends, or sales, must 
be eliminated." Before they can be eliminated, however, these current 
accounts must be reconciled." In solving the foregoing problem this would 
be done on "B's" books by increasing "B's" debt to "X" (included in 
accounts payable) and decreasing the notes payable. The personal ac- 
counts should then be classified into "inside" and "outside" accounts, and 
the "inside" accounts eliminated. For this procedure see the working 
sheet below. 

Notes Accounts — ^As the intercompany holdings of notes must be elimi- 
nated," the note accounts must be analyzed. If one subsidiary discounts at 
the bank the note of another subsidiary, the discounted note is a full 
liability of the group.** Outside notes receivable discounted are contingent 
liabilities of the group and would be shown as such. In solving the fore- 
going problem, as is shown on the working sheet below, the "outside" 
notes receivable discounted are added to both the assets and liabilities, but 
the "inside" note receivable discounted are disregarded, the desired result 
being obtained by considering "A's" note as an "outside" liability. When 
the notes have been classified as to whether they are "inside" or "outside" 
notes, the "inside" notes should be eliminated. 

Inventories — As a holding company can not assume a profit on the 
simple transfer of goods," it is necessary to eliminate intercompany profits 
on inventories," the offsetting deduction being to "inside" surplus." In- 
stead of writing down the value of the asset, a reserve for intercompany 
profits may be created.^ In solving the foregoing problem the inventory 
of "B" should be reduced to a cost basis and "B's" deficit account debited 
for the excess ; intercompany profits should be shown separately, and then 
eliminated from the inventories and the "inside" surplus, as shown in work- 
ing sheet below. 

Trecisury Stock — Since treasury stock should be deducted at par from 
the authorized capital stock," the treasury stock held by both the holding 
company and its subsidiaries should be adjusted to par, the offsetting entry 
being made to the proper surplus accounts. Treasury stock should not be 
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eliminated from the balance sheet of the holding company, as it would 
later be deducted from the outstanding capital stock on the balance sheet. 
As the entering of treasury stock held by subsidiaries on the working 
sheet tends to confuse the accountant, it should be omitted and the out- 
standing stock shown net, as is done below in the working sheet, for the 
illustrative problem. 

Subsidiary Stock Owned — The amount that a holding company pays for 
the stock of its subsi4iaries consists of three factors, namely, (a) par 
value of the stock, (b) surplus or deficit pertaining to the stock at date of 
purchase, and (c) goodwill." The goodwill pertaining to the stock is the 
difference between the book value of the stock and the amount paid for it 
and may be a positive or negative amount." A negative balance may be 
carried as a depreciation reserve,** or as capital surplus," if there is no 
other goodwill to absorb it. Each factor is shown separately on the work- 
ing sheet (see illustration below), and the book value of the sto<^ owned 
at date of purchase is eliminated from both sides of the balance sheet."" 

Sinking Fund Investments — Bonds of "outside" corporations purchased 
for sinking fund purposes would appear in the consolidated balance sheet 
jat amortized cost price. "Inside" bonds, such as given in the foregoing 
problem, would have the amortized cost price eliminated," or deducted from 
the outstanding bonds on the balance sheet." As it would distort the book 
value of the minority interests, the adjustment offsetting the elimination 
of the discount or premium on "inside" bonds owned by a subsidiary w6uld 
affect the "inside" surplus, if the bonds were purchased from a subsidiary 
company or on the open market, or would affect the premium or discount 
on bonds account on the holding company's books, if the bonds were pur- 
chased from the holding company. For this reason the sinking fund bonds 
ought to be divided into par and discount or premium, as is indicated on 
the working sheet below. 

Construction Work — Intercompany construction work performed by 
affiliated companies should be shown on the working sheet so that the 
intercompany profit is differentiated from the cost. The profit then should 
be eliminated," an offsetting deduction being made to the "inside" surplus, 
so as to avoid distorting the book value of the minority interests.** Instead 
of writing down the value of the asset, a reserve for intercompany profits 
may be created.*^ 

Bonds Payable — If any bonds of the group are owned by the holding 
company or its subsidiaries, the "inside" and "outside" bonds must be 
differentiated, and the former either eliminated," or extended short on the 
balance sheet." Premium or discount on such bonds must be separated in 
like manner, and the discount or premium on intercompany holdings 
eliminated." 

Reserves — It is vitally important to distinguish between valuation, lia- 
bility, and surplus reserves in making a consolidated balance sheet, as only 
the surplus reserves are used in calculating the book value of stock by th$ 
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holding company. Although not absolutely necessary, it is advisable to 
close the surplus reserves of the subsidiary companies into the reg^ar 
surplus when preparing consolidated balance sheets. This has been done 
for the foregoing problem in the working sheet below. 

Outstanding Subsidiary Stocks — The outstanding subsidiary stock should 
be classified as to "inside" and "outside" on the working sheet, the former 
being eliminated against the "par" portion of the stock owned by the 
holding company. The "outside" subsidiary stock, plus the surplus per- 
taining thereto, represents the interest of the minority stockholders, and 
should be shown as a separate item on the consolidated balance sheet" as 
a liability." 

Surplus — The minority stockholders' equity in the surplus or deficit is 
the same percentage of the total surplus or deficit as their stockholding is 
of the total stock outstanding." The surplus earned since date the holding 
company purchased the subsidiary company's stock should be separated on 
the consolidated balance sheet from the surplus earned prior to that date.** 
In the foregoing problem, the "outside" surplus of "A" at Jan. 1, 1920, 
was one-ninth of $18,000. "A's" surplus since Jan. 1, 1920, would be the 
sum of the final surplus balance, as given in the problem, and the sinking 
fund reserve, minus the sum of the surplus at Jan. 1, 1920, and the 
premium on the treasury stock, or $27,000, which would belong to the 
minority and majority interests in the ratio 1 :8. "B's" deficit as of Jan. 
1, 1920, would be prorated between the majority and minority interests in 
the ratio 9 :1, assuming that the preferred and common stock holders share 
equally in the surplus. "B's" deficit since Jan. 1, 1920, would be the sum 
of the final balance, as given in the problem, and the valuation in excess 
of cost placed on the inventories, minus the deficit as of Jan. 1, 1920. This 
difference, or $13,000, would be prorated between the majority and minority 
interests in the ratio 9:1. 

Dividends — ^Dividends declared by subsidiary companies out of current 
earnings do not affect the holding company's investment. However, divi- 
dends out of surplus existing at the time of purchase of the stock, con- 
stitute a partial liquidation of the holding company's investment.* For 
instance, if "A," in the foregoing problem, declared and paid on Jan. 1, 
1913, a dividend of $45,000, after closing the sinking fund reserve back 
into surplus, the minority interests would receive $5,000, and their equity 
on the consolidated balance sheet would be reduced that much. The holding 
company would receive $40,000, of which $14,400 would be credited to the 
"A" conmion stock investment account, to cancel the capitalized surplus 
therein, and $25,600 would be credited to profit and loss. Cumulative 
dividends unpaid on preferred stock of either the holding company or 
subsidiaries should be shown in a footnote to the consolidated balance 
sheet.** 

Solution — The consolidated working sheet for the foregoing problem is 
as follows: 
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Cash 

Accounts Receivable — In- 
side 

Accounts Receivable — Out- 
side 

Notes Receivable — Inside . . 

Notes Receivable — Outside. 

Inventory — Cost 

Inventory — Profit 

"A," Common—Par 

"A," Common — Surplus 

"A," Common — Goodwill. . . 

"B/' Preferred— Par 

"B/* Preferred— Deficit .... 

"B," Preferred— GoodwiU. . 

"B," Common— Par 

"B," Common — Deficit. . . . 

"B," Common— Goodwill. . . 

Fund Investment — Par 

Fund Investment — Premium 

Plant— Cost 

Plant— Profit 



Accounts Payable — Inside . . 
Accounts Payable — Outside. 

Notes Payable — Inside 

Notes Payable — Outside. . . . 
Discounted Notes— Outside. 

Bonds Payable — Inside 

Bonds Payable — Outside . . . 

Depreciation Reserve 

Bond Premium — Inside . . . . 
Bond Premium — Outside . . . 
Subsidiary Companies: 
Common Stock — Inside . . 



Common Stock — Outside. 
Preferred Stock — Inside . . 
Preferred Stock — Outside. 
Surplus, Jan. 1 — Inside. . . 



Surplus, Jan. 1 — Outside. 
SuiTplus, since Jan. 1 — 

Inside 

Surplus, since Jan. 1 — 

Outside 

Holding Company: 

Common Stock 

Surplus 



"X" 



$40,000 
8,000 



80,000 

14,400 

50,600 

20,000 

^,000 

3,000 

70,000 

7,000 

13,000 



$258,000 



$5,000 
35,000 



1,000 
7,000 



200,000 
10,000 



$258,000 



"A" 



$9,000 



50,000 
10,000 
15,000 
39,910 
90 



5,000 

1,000 

70,000 

5,000 



$205,000 



$5,000 

iojooo 



50,000 
5,000 



80,000 
10,000 



16,000 

2,000 

24,000 

3,000 



$205,000 



"B" 



$4,000 



30,000 



20,500 
30,000 



65,000 



$149,500 



$8,000 
8,500 

10,000 

1,600 

500 



40,000 
4,000 



70,000 

5,000 

20,000 

5,000 

9,000 



1,000 

11,700 

1,300 



$149,500 



Elimi- 
nations 



$8,000 (a) 



10, 000(b) 



90(c) 
80, 000(d) 
14,400 (e) 



20,000 (f) 
^.000(g) 



70, 000(h) 
7,000 {i) 



6,000 (j) 
l,000(k) 



$204,490 



$8,000 (a) 

i6i666'(b) 

sioooa') 

'i,'666(kj 



80, 000(d) 
70, 000(h) 

26;666*(f) 

14 ; 466(e) 

iS,000(K) 
7,000(1) 



Consoh- 

dated 

Balance 

Sheet 



90(c) 
5,000(1) 



$204,490 



$63,000 



80,000 

36i666 
69,910 



50,600 



3,000 



13,000 



135,000 



$408,010 



$13,600 

ii,"666 

600 

i25i666 

9,000 

' '71666 



15,000 

5^666 

1,600 



1,000 

12,300 

1,700 

200,000 
4,910 

$408,010 
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The contra eliminations in the above working sheet are shown by letters 
in parentheses. 

While it is not necessary for the working sheet to show the separation of 
the accounts into '^inside'' and ^'outside'' items, this separation must be 
made, at least mentally. As the writing of the separations would give the 
accountant extra confidence, which would more than offset the time it 
would take to do the writing, it seems advisable to record the separations 
on the working sheet. The minority interest should be shown in detail on a 
consolidated balance sheet. 



"X" COMPANY AND SUBSIDIARIES 

COKBOLIDATED BALANCE ShEET 

December 31, 1920 



Assets 

Cftsh 






$53,000.00 


Accounts Receiyftble , t 






80,000.00 


Notes Receivable 




$35,500.00 
500.00 


Less Notes Receivable Dis- 
counted 




35,000.00 






Inventories 




69,910.00 


PUnt 




$135,000.00 
9,000.00 


Less Reserve for Deprecia- 
tion 




126,000.00 






Goodwill 




34,600.00 








$398,510.00 


LiabHities and Capital 
Accounts P^i-vftblp t 


$13,500.00 
11 500 00 


Notes Payable 






Bonds Payable 






125,000.00 
7,000.00 


Bond Premium 






Minority Interests: 
"A*' Common Stock 


$10,000.00 
5,000.00 
5,000.00 




"B" Preferred Stock 






"B" Common Stock. ...... 


$20,000.00 








"A" Surplus, Equity 

"B'' Deficit, Equity (a) . . . . 


$5,000.00 
2,300.00 




2,700.00 


22,700.00 


Majority Interests: 
"X" Common Stock 




$200,000.00 
18,810.00 




Surplus 




218,810.00 










$398,510.00 



(a). Company "B" passed dividends on cumulative preferred btock. 

Consolidated Profit and Loss Statements — As a subsidiary company has 
a legal right to intercompany profits, the accountant must not exclude 
them from the subsidiary company's books.** However, in preparing con- 
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solidated profit and loss statements, intercompany profits must be ex- 
cluded,** a procedure illustrated by the following problem: 

Required to prepare a consolidated profit and loss statement for "X" 
Company and its subsidiaries, assuming that there were no initial in- 
ventories and that each company made a net profit of 10 per cent on 
cost of sales. Intercompany goods flowed from "B" to "A" to "X". 

Profit and Loss Accounts 





"X" 


"A" 


"B" 


Debits 

Expenses 


$9,000.00 

91,000.00 

9,000.00 


$10,000.00 

90,000.00 

9,000.00 


$12,000.00 


Purchases 


108,000.00 (a) 


Balance 


10.000.00 








$109,000.00 


$109,000.00 


$130,000.00 


Credits 

Sales to "Insiders" 




$66,000.00 
33,000.00 
10,000.00 


$88,000.00 


Sales to "Outsiders" 


$99,666.66 

10,000.00 


22.000.00 


Final Inventory 


20,000.00 








$109,000.00 


$109,000.00 


$130,000.00 



(a) Exclusively from "outside" concerns. 

In solving, the first step is to calculate the intercompany profits in the 
inventories of "A" and "X." "B's" inventory includes no intercompany 
profits. The calculation of the intercompany profits in inventories would 
be as follows:" 





Book Figures 


EUipinations 


Net Cost 


"A" Company: 

Purchases from "B" 

Purchases from "Outsiders". 
Expenses 


$88,000 

2,000 

10,000 


$8,000 


$80,000 (a) 
2,000 
10,000 






Cost of goods made 


$100,000 


$8,000 


$92,000 


Cost of sales to "Outsiders" . 


30,000 (b) 


2,400 


27,600 (c 


Cost of sales to "Insiders" . . 


$70,000 
60,000 (d) 


$5,600 
4,800 


$64,400 
55,200 (e) 


Stock on hand 


$10,000 


$800 


$9,200 





HOLDING COMPANfES 



131 





Book Figures 


Eliiiuiiations 


Net Cost 


''X" Company: 

Purchases from "A" 

Purchases from "Outsiders'*. 
GxDenses 


$66,000 

25,000 

9,000 


$10,800 


$55,200 (f) 
25,000 
9,000 






Cost of goods made 

Cost of sales to "Outsiders". 


$100,000 
90,000 (g) 


$10,800 
9,720 


$89,200 
80,280 (h) 


Stock on hand 


$10,000 


$1,080 


$8,920 







(a) 10/11 X $88,000 = $80,000 

(b) 10/11 X $33,000 = $30,000 

(c) 92/100 X $30,000 = $27,600 

(d) 10/11 X $66,000 = $60,000 



(e) 92/100 X $60,000 = $55,200 

(f ) Same figure as (e) 

(g) 10/11 X $99,000 = $90,000 
(h) 892/1000 X $90,000 = $80,280 



Using the above data, the following statement would be prepared : 

"X" COMPANY AND SUBSIDIARIES 

Consolidated PROFrr and Loss Statement 
For Period Ending December 31, 1920 



Sales (Outside) 

Cost of Sales: 

Purchases (Outside) .... 

Final Inventories (Cost) 



Gross Profit on Sales 
Expenses 



Net Profit 



$135,000.00 
38,120.00 



$144,000.00 



96,880.00 



$47,120.00 
31,000.00 



$26,120.00 



If a consolidated balance sheet were to be prepared for the three com- 
panies on the assumption that there were minority interests, the surplus 
pertaining to the minority stockholders would be calculated on the profit 
and loss balances shown by the subsidiary companies' books, and the 
redaction of the profits caused by the elimination of intercompany profits 
in final inventories and all intercompany plant construction would come 
out of "inside" surplus. 
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QUESTIONS 

HOLDING COMPANIES 

1. Define: Holding company. (Wis., May, 1916; Iowa, Dec, 1918.*) 

2. Define: Consolidated Balance Sheet. (N. Y., Jan., 1911; Colo., 
Dec., 1913; Kan., May, 191G; A. I. of A., Nov., 1917; Ind., Nov., 1918*; 
Iowa, Dec, 1918.*) 

3. Draft a consolidated Balance Sheet using your own figures and 
premises. Show also the Balance Sheet of each subsidiary corporation 
prior to the consolidation of the figures. (Pa., Nov., 1917.) 

4. Explain the theory and practical use of a Consolidated Balance 
Sheet. (Mo., Dec, 1913; III, May, 1917*; Mass., Oct., 1917.*) 

5. When a number of corporations are operating under their own char- 
ters, but managed and controlled by one other corporation, how would 
you state the results of the business when the controlling corporation owns 
all of the stock of the other corporations? (Pa., May, 1903; Kan., Dec, 
1915*; Mo., Dec, 1915.*) 

6. How will you handle on the Consolidated Balance Sheet capital stock 
of one of the subsidiary corporations, part of which is in the hands of the 
public? (Pa., May, 1903*; 111., May, 1913*; Kan., Dec, 1915*; Mo., 
Dec, 1915*; Pa., Nov., 1917; Md., Oct., 1919.*) 

7. Upon what basis should the outstanding stock of subsidiary com- 
panies be taken in a Consolidated Balance Sheet? (Mo., Dec, 1913.) 

8. A holding company with $5,000,000 capital stock and no surplus 
owns all of the capital stock of a corporation having book assets valued 
at $12,000,000 and a surplus of $2,000,000. What would this condition 
indicate? (Cal., June, 1917.) 

9. In making up a Consolidated Balance Sheet of a holding or parent 
company and two subsidiary companies where, in the case of one of the 
subsidiary companies, its entire capital stock has been acquired at less 
than par, and in the case of the other, at a substantial premium, how 
would you deal with such discount and premium, respectively, in the Con- 
solidated Balance Sheet? (111., May, 1913; Md., Oct., 1919.*) 

10. In consolidating the Balance Sheet of a holding with subsidiary 
companies, how would j^ou handle (a) the inter-company stock owned by 
the holding company; (b) the inter-company bonds held by the holding 
company; (c) the holding company's bonds owned by the subsidiary; 
(d) the difference between the stock of subsidiaries owned by holding com- 



HOLDING COMPANIES 133 

pauies and combined capital stocks and surpluses of subsidiary companies, 
assuming the latter to be greater than the former? (Cal., Nov., 1916.) 

11. A company owns all of the capital stock of another company. This 
company has outstanding an issue of bonds not guaranteed by the com- 
pany holding the stock. The assets of this subsidiary company are deemed 
insufficient to cover the bonds, so that its capital stock has no value. The 
owning company desires the auditor to prepare its Balance Sheet setting 
up the assets of tliis subsidiary company along with other assets directly 
owiied and the bonds as liabilities. Is it proper for him to do so under the 
circumstances? Give reasons for your answer. (R. I., Dec, 1907.) 

12. If in consolidating the accounts of a holding company and its sub- 
sidiary companies you find that in the case of one of the subsidiary com- 
panies the holding company owns only 60 per cent of its voting stock, 
state briefly how you would treat this subsidiary company's accounts in the 
Consolidated Balance Sheet and why your proposed treatment reflects the 
true financial position of the combined companies more clearly than other 
methods with which you may be familiar. (A. I. of A., Nov., 1919.) 

13. In preparing a Balance Sheet and Income account for a holding 
company, which embraces the operations of several subsidiary corporations, 
what items on the subsidiary books, if any, should be omitted from the 
consolidated statements? (N. Y., June, 1919.) 

14. How should inter-company items be treated in a Consolidated 
Balance Sheet? (Mich., Dec., 1914*; 111., May, 1917.) 

15. What is the object of eliminating the inter-company transactions 
on a Consolidated Statement of Income and Profit and Loss, and to what 
extent is surplus affected? (Cal., June, 1917.) 

16. What steps, if any, would you take to verify the inter-company 
transactions of a holding company? Illustrate your answers by giving 
particulars of transactions which might have taken place. (111., Dec., 
1916.*) 

17. In the consolidation of the income accounts of a group of power 
companies, what would be the practical effect of not making inter-company 
eliminations, from the viewpoint of an engineer development of the prop- 
erty? (Cal., May, 1916.) 

18. State briefly what you would do if the accounts payable, amounting 
to $280,000, include a balance of $100,000 due to an affiliated company. 
(111., May, 1914.) 

19. How would you treat Guarantee of Payment of Interest on Bonds 
issued by a subsidiary company in the Balance Sheet of a company you 
were auditing? (III., May, 1914.) 

20. What is meant by the inter-company eliminations in a Consolidated 
Statement of Income and Profit and Loss? (Cal., Nov., 1916.) 

21. In the preparation of a Balance Sheet of a manufacturing com- 
pany, how would you handle (a) bonds of a subsidiary, guaranteed as to 



134 



C. P. A. ACCOUNTING 



principal, interest and sinking fund; (b) foregoing sinking fund, if past 
due? (Cal., June, 1917.) 

22. A parent company holding notes receivable from a subsidiary com- 
pany to the extent of $100,000 indorses and discounts said notes with its 
bankers, thus creating a contingent liability thereunder. In preparing a 
Consolidated Balance Sheet of the two companies, state how and where 
the liability would appear. (111., May, 1913.) 

23. A company of San Francisco paid a dividend on December 30 and 
mailed it to B Company in New York. How would you handle this money 
on the Balance Sheet of each company, and on a Consolidated Balance 
Sheet of the two companies, at December 31? (Cal., May, 1916.) 

24. In a combination of companies into one, how should an underlying 
company charge out its product to another underlying company wliich 
will use it as raw material? 'Give reasons. (Minn., Oct., 1916; S. C, 
Sept., 1919.*) 

25. The A Company buys on January 1st 95 per cent of the stock of 
the B Company. 

The Balance Sheet of the latter company on that date is as follows : 



Assets 

Property account $500,000 

Current assets 850,000 



$1,350,000 



LiablUties 

Capital $1,000,000 

Surplus 100,000 

Current liabilities 250,000 



$1,350,000 



The A Company pays par for 90 per cent of the stock and 120 for 5 
per cent of it. 

During the next six months a doubtful claim of the B Company, which 
prior to January 1 had been written off, turns out to be good and $5,000 
cash is realized on it. 

At the end of the first six months B Company has made $100,000 net 
profit from operations, and a dividend of $200,000 is paid. 

In making up a Consolidated Balance Sheet of A Company and its sub- 
sidiary at January 1 (date of purchase), state, giving briefly your reasons, 
how you would treat: (a) A Company's interest in the B Company; and 
at July 1 (b) the doubtful claim recovered; {c) the dividend paid; (d) 
the interest of outside B stockholders in B Company. 

(A. I. of A., May, 3918.) 

26. Company A owns all of the capital stock of Company B; the latter 
has outstanding bonds not guaranteed by A; the assets of B are insuffi- 
cient to cover the bonds, thus rendering its capital stock of no value. 
Company A asks you, as auditor, to prepare its Balance Sheet, setting up 
therein the assets of B along with A's direct assets, and showing the 
bonds as liabilities. Would it be proper to do so in those circumstances? 
State your reasons. (Wash., June, 1912.) 

27. In preparation of consolidated returns under the federal income- 
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tax law, on what basis would you apportion the tax among the several 
corporations? (A. I. of A., May, 1920.) 

28. In auditinof the accounts of the Brown Manufacturins: Company, 
you find that it owned the controlling interest in the Smith Foundry Com- 
pany. In addition to making cash advances the Brown Company shipped 
goods to the Smith Company. At the end of the year, namely, December 
31, 1915, you find that the Smith Company appeared as a debtor for 
$50,000. On January 2, 1915, the Brown Company had received from and 
credited the Smith Company with notes receivable of $20,000. These the 
Brown Company discounted and on the due date, namely, July 2, 1915, 
took them up, thereafter receiving new notes from the Smith Company. 
These were due on September 2 and the procedure of July 2 was fol- 
lowed. These notes taken in exchange were payable on February 2, 1916, 
and were discounted by the Brown Company immediately upon receipt, 
namely, on September 2. How should the Brown Company Balance Sheet 
of December 31, 1915, show the position at that date? Give the reason for 
your answer. If there is any asset, how much is it, and under what head- 
ing should it be included in the Balance Sheet; that is, under current, 
working, or what? (111., May, 1916.) 

29. The Lonestar Mining and Development Company has invested some 
of its reserve funds in a similar corporation, the Great Bear Exploration 
and Reduction Company, buying 40,000 of its shares in May, 1916, and 
10,000 shares in December, 1916. A dividend of 20 per cent for the year 
1916 was paid by the Great Bear Exploration and Reduction Company on 
February 8, 1917, and was taken up by the Lonestar Mining and De- 
velopment Company and credited to the Profit and Loss account for the 
year ending December 31, 1916. The Balance Sheet of the Lonestar Min- 
ing and Development Company as at December 31, 1916, has been sub- 
mitted to you for audit subsequent to the payment of the dividend by the 
Great Bear Exploration and Reduction Company. Is the inclusion of the 
dividend in the accounts of the Lonestar Mining and Development Com- 
pany proper in your opinion? State your views fully. (Wash., July, 
1917.) 

30. In a Consolidated Balance Sheet involving a holding company and 
subsidiaries, how would you treat various accounts when (a) the capital 
stock of the subsidiaries exceeds that of the holding company; (b) the 
capital stock of the subsidiaries is less than that of the holding company; 
(c) all of the companies have bonds outstanding; (d) the holding company 
owns an entire issue of the bonds of a subsidiary, against which a sub- 
stantial sinking fund exists in the hands of a trustee; (e) the holding 
company discloses a surplus which is less than the net deficit of the under- 
lying companies? (Cal., May, 1916.) 

31. Three corporations are consolidated by acquiring all the capital 
stock of the said companies, with the exception of 10 shares of the smallest 
corporation. The new company acquires all the assets and assumes all the 
liabilities of the smallest company and closes its plant. How should this 
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state of affairs be treated by the accountant in opening* the books of th§ 
new company? (N. Y., June, 1917.) 

32. A holding company owns 90 per cent of the capital stock of a 
subsidiary company. The directors of the subsidiary company pass a 
resolution appropriating surplus earnings as dividends and direct the 
treasurer to remit to the holding company whenever surplus funds are 
available. The subsidiary company earns $40,000, which it pays to the 
holding company. What are the rights of the interested parties and how 
should they be set forth in a brief report? (N. Y., June, 1917.) 

33. In the process of consolidating several competing establishments. 
Corporation A, the holding company, acquit $98,000, out of a total of 
$100,000, of the capital stock of Company B. At the time of the pur- 
chase the Balance Sheet of Company B showed surplus and undivided 
profits of $50,000. Company A bought the stock of B at 200 per cent. 
Almost immediately after the purchase Company B paid a cash dividend of 
25 per cent. In what ways would the payment of this dividend affect (a) 
the Balance Sheet of B; (h) the Balance Sheet of A, (c) the Consolidated 
Balance Sheet of A and its subsidiary companies? Give your reasons for 
your answer. (A. I. of A., June, 1917.) 

34. "A" is a holding company controlling "B" which is a company own- 
ing natural resources, "C" which is a company using said resources as a 
basic material in manufacturing, and "D" which is a company selling the 
output of the factory. You are auditing the books of "A." What steps 
should be taken to verify inter-company transactions? If the books of 
"B," "C,'' and "D" are not available and the Balance Sheets and Profit and 
Loss statements are, under what conditions can you safely use them? 
(Mich., June, 1919.) 

35. An auditor is called upon to furnish a combined Balance Sheet 
for a holding company, incorporating the assets and liabilities of the sub- 
sidiary companies with those of the holding company, all of which have 
been proved. From the auditor's point of view, what is of vital importance 
in furnishing such a statement? (N. Y., Jan., 1917.) 

36. How would you treat the various accounts in a Consolidated Bal- 
ance Sheet if the capital stock of the subsidiary companies was less than 
that of the holding company? (Mich., Dec., 1916.) 

37. Immediately after organization, a corporation takes over certain 
highly speculative properties, issuing therefor its entire capital stock. 
Subsequently three fourths of the stock issue was returned to treasury for 
the purpose of providing working capital. 

Much of this was underwritten at a very low figure and none was 
sold at par. 

At the end of the first year, the books showed fair profits from operation, 
but dividends in excess of earnings had been distributed to stockholders. 

Early in the second year, the properties had been developed sufficiently 
to indicate wonderful probabilities and the prospect was used commer- 
cially to such extent that market trading was active at figures greatly in 
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excess of par. At this time, the corporation trades its balance of treasury 
stock holdings for control in a holding company whose Balance Sheet in- 
dicated a book value of less than par. 
What was the price paid for control in holding company ? 

(Ga., May, 1919.) 

38. When would be the proper time for a holding company to declare 
dividends? (Mich., July, 1909.) 

39. State at least four different methods of showing to the stockholders 
the financial condition of a holding company and the subsidiaries. (Wis., 
May, 1919.) 

40. You are retained to draw up a financial statement giving effect t<j 
the proposed issue of capital stock of a new corporation which would 
take over and operate the business of two existing companies. Draft the 
form of a certificate which would be printed with the financial statement 
in advertising the stock issue. If the new corporation were a holding 
company rather than an amalgamation (an operating company), would the 
form of the financial statement or the wording of the certificate be 
changed? (Wis., Nov., 1919.) 

41. You are called upon to audit the books of a holding company, own- 
ing 90 per cent each of the stock of six large manufacturing companies 
scattered over the United States. From the books of the holding company 
you are requested to prepare a certified Balance Sheet and Profit and 
Loss account, it being stated that it is not to be used for publication, but 
will be mailed to one of the shareholders who appears to be disgruntled. 
Balance Sheets and Profit and Loss accounts of the subsidiary companies 
signed by their respective secretaries are produced for your inspection, but 
you are refused access to the actual books of account of these companies. 
Explain fully what your course of action would be in this matter and 
your reasons therefor. (111., May, 1906; Md., Dec., 1917.) 

42. How would you audit the accounts of a corporation whose capital 
was invested in the entire capital stock and bonds of a number of other 
corporations, and arrive at a correct result as to the profits of the com- 
pany? Answer fully and give reasons for your action. (Pa., Nov., 1901; 
Mich., July, 1909*; Cal., June, 1917.*) 

43. In examining the accounts of a department store corporation, you 
find that it is the owner of the capital stock of another department store 
corporation ; the stock is carried on the books of the parent corporation at 
par. Quarterly dividends have been regularly received. What further in- 
formation would you require before certifying to the Balance Sheet and 
Income account of the parent corporation? (Mass., June, 1913.) 

44. A holding company owns the stock of a subsidiary company, for 
the purchase of which it issued two shares of its own stock for each share 
of the subsidiary company's stock. The assets of the subsidiary company 
were sold and after the debts of such subsidiary company were liquidated, 
the balance remaining was paid in cash to the holding company. How 
should the cash so received be treated on the books of the holding com- 
pany? (N. Y., June, 1918.) 

45. Define: Subsidiary Company. (A. I. of A., ^lay, 1921.) 
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1. On January 1, 1910, X Y Z Company acquired the entire capital 
stock of the P Q Company, consisting of 1,000 shares of a par value of 
$100,000, for which was paid the sum of $150,000. After the trans- 
action was recorded on the books of the X Y Z Company, the Balance 
Sheets of the two companies were as follows : 



Real Estate 

Building, Plant and Equipment 

Goodwill 

Investment in P Co 

Inventories 

Accounts Receivable 

Accounts Payable 

Loans 

Capital Stock 

Surplus 



X Y Z Company 



$50,000 
76,000 
25,000 

150,000 
80,000 
70,000* 



$450,000 



$50,000 

50,000 

250,000 

100,000 



$450,000 



P Q Company 



$25,000 
45,000 

20,000 
85,000 


$50,000* 

100,000 
25,000 


$175,000 


$175,000 



* Inclmies Account of $15,000 due by P Q Company to X Y Z Company. 
Prepare a Consolidated Balance Sheet. 



2. Company "A" owns a controlling interest in 
"C," and on January 1, 1918, the Balance Sheets of 
showed the following facts: 



(111., May, 1912.) 

Companies "B" and 
the several companies 



Fixed Assets 

Current Assets 

Stock Owned: 

Company "B" $240,000.00 

Company *' C " 90,000.00 

Liabilities 

Capital Stock 

Surplus 

Deficit 



Co. "A" 



$150,000 
150,000 



330,000 

100,000 

500,000 

30,000 



Co. "B" 



$100,000 
200,000 



50,000 

200,000 

50,000 



Gb. "C" 



$70,000 
100,000 



50,000 
150,000 

30,000 
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Company "A" owns SO per cent of the capital stock of Companies "B" 
and "C," all of which was acquired on December 31, 1917. 

The net earnings for the year 1918 were $25,000 for "A," and $20,000 
for "B." Company "C" sustained a loss of $10,000 during the same year. 

Assume that the fixed assets and liabilities at the end of the year 1918 
were the same as at the beginning of the year. 

In the latter part of December, 1918, Company "A" declared a dividend 
of 15 per cent and Company "B" declared a dividend of 12^/^ per cent 
on their respective capital stocks, payable on January 10, 1919. 

,You are required to submit a Consolidated Balance Sheet as of Januaiy 
1, 1918, and 1919, showing the interests of the minority shareholders. 

(Ohio, Oct., 1919.) 
3. Company "A" purchased on January 1, 1917, the entire capital stock 
of Company "B" at $175 per share, and the entire stock of Company "C" 
at $80 per share. 

You are handed the Balance Sheet as understated at June 30, 1917, and 
are requested to prepare a Consolidated Balance Sheet of the "A" Com- 
pany and its subsidiaries at that date. 

Balance Sheet, Company "A" 



Property and Goodwill. . . 
Stock of Subsidiary Com- 
panies 

Current Assets 



$850,000 

1,500,000 
700,000 



$3,050,000 



Capital Stock $2,250,000 

Current Liabilities 150,000 

Surplus January 1 525,i00 

Undivided Profit for one- 
half year 125,000 



$3,050,000 



Balance Sheet, Company "B" 



Property and Goodwill . 
Current Assets 



$650,000 
60,000 



$710,000 



Capital Stock $400,000 

Current Liabilities 10,000 

Surplus January 1 200,000 

Undivided Profit for one- 
half year 100 OOO 



1710,0<)() 



Balance Sheet, Company "C" 



Property (as appraised 

January 1, 1917) $1,130,000 

Current Assets 180,000 



$1,310,000 



Capital Stock $1,000,000 

Current Liabilities 240,000 

Surplus January 1 30,000 

Undivided Profits for one- 
half year 40,000 



$1,310,000 



There are no interconipanv accounts or inventories. 

(A. L of A., Nov., 1917; Ind., Nov., 1918.*) 
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4. Prepare a Consolidated Balance Sheet of "A" Company, a manufac- 
turing corporation which also controls, through^ stock ownership, "B" 
Company. 

The following are trial balances of the books, December 31, 1915; 



"A" COMPANY 

Real Estate 

Machinery and Equipment 

Accomits Receivable 

Cash 

Inventories, Dec. 31, 1915 

Shares— "B" Company (300 shares, par $100) 

"B" Company, Current Account 

Capital 

Accounts Payable 

Bills Payable 

Surplus 

Profit and Loss for 1915 

''5" COMPANY 

Accounts Receivable 

Stock on Hand, Dec. 31, 1915 

WCash 

Treasury Stock (100 shares, cost) 

Furniture and Fixtures 

Surplus 

**A" Company, Current Account 

Accoimts Payable 

"A" Company Drafts Accepted 

Capital Stock (500 shares, par $100) 



Debits 

$200,000 
100,000 
50,000 
10,000 
75,000 
35,000 
5,000 



$475 000 



$45,000 
25,000 

5,000 
11,000 

3,500 



$89,500 



Credits 



$400,000 

30,000 

20,000 

19,000 

6,000 



$475,000 



$20,000 
4,500 

10,000 
5,000 

50,000 



$89,500 



The stock on hand of "B" Company was manufactured by "A" Company 
and was billed to "B^' Company at 10 per cent in excess of cost, at which 
value it is taken in the inventory. The difference in the intercompany 
current accounts consists of a note issued by "B" Company in settlement 
of a claim for damages but not entered on the books, and was paid by "A" 
Company. The directors of "B" Companj'^ declared a dividend of 1% 
per cent on December 15, 1915, payable January 15, 1916, which has not 
been entered on the books. 

(Mass., Oct., 1917.) 

6. The Consolidated Holding Company owns Company "A," which 
manufactures steel bars, Company "C," which manufactures steel tools, and 
Company "B," a railroad operating between the plants of Company "A" 
and Company "C." Assume that the net profit of the Company "A" and 
Company "C" is 10 per cent on total cost and the net profit of Company 
"B" is 25 per cent on transportation charges. The income statement for 
Company "A" shows that it produced goods during the period costing it 
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$100,000, of which it sold 50 per cent to Company "C," 30 per cent to 
outsiders and has 20 per cent left. The income statement of Company 
"C shows produced goods costing it $200,000 as follows : Purchases from 
Company "A," $55,000; purchases from others, $105,000; transportation 
charges paid to Company "B," $5,000; other costs, .$35,000. Total, 
$200,000. 

It sold 80 per cent of its produced goods to outsiders, balance on hand. 
Transportation charges cost Company "B" $3,750. How much of the 
earnings of the subsidiary companies would be treated as net income by 
the 'Consolidated Company ? Explain your answer fully. 

(N. Y., Jan., 1916.) 

6. Following are the trial balances of Company A and its subsid- 
iaries at December 31, 1920 ; 

Debits 



Cash 

Accounts Receivable 

Notes Receivable 

Inventory, Raw Material, Jan. 1, 1920. . . 

Purchases, Raw Materials 

Labor 

Manufacturing Expenses 

Selling Expenses 

Administrative Expenses 

Inventory, Goods m Process, Jan. 1, 1920 
Inventory, Finished Goods, Jan. 1, 1920 . 

Plant and Equipment 

Investment in Stock of Company B 

Investment in Stock of Company C 



Co. A 

$75,000 

350,000 

200,000 

150,000 

650,000 

450,000 

190,000 

85,000 

45,000 

80,000 

90,000 

900,000 

875,000 

1,200,000 



$5,340,000 



Co. B 

$50,000 

190,000 

60,000 

105,000 

400,000 

320,000 

190,000 

40,000 

25,000 

70,000 

65,000 

400,000 



$1,915,000 



Co. C 

$60,000 

420,000 

40,000 

160,000 

510,000 

370,000 

205,000 

75,000 

35,000 

75,000 

80,000 

750,000 



$2,780,000 



Credits 



Capital Stock 

Notes Payable 

Accounts Payable 

Bonds Payable 

Premium on Bonds 

Reserve for Depreciation 

Sales 

Surplus 



$3,000,000 
110,000 
100,000 
600,000 
5,000 
100,000 
1,400,000 
125,000 



$5,340,000 



$500,000 
80,000 
65,000 



• 60,000 

1,050,000 

160,000 



$1,915,000 



$800,000 

60,000 

250,000 



112,500 

1,250,000 

307,500 



$2,780,000 
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The inventories at December 31, 1920, were: 





Co. A 


Co. B 


Co. C 


Raw Material 

Goods in Process 

Finished Goods 


$280,000 

95,000 

135,000 


$175,000 

80,000 

145,000 


$210,000 

85,000 

105,000 



Company A purchased the entire stock issues of Companies B ar^d C 
at January 1, 1920, at the prices shown in the trial balance. During the 
year each of the three companies declared and paid a 5 per cent dividend. 
Company A took up its dividends from Companies B and C by credits to 
surplus. The various entries for the dividends were the only entries af- 
fecting the surplus accounts during the year. 

At December 31, 1919, Company A's inventory of raw material included 
goods purchased from Company B at a price of $60,000, the cost thereof to 
Company B being $40,000. 

At the same date Company B's inventory of raw material included 
goods purchased from Company C for $75,000 on which Company C made 
a profit of $25,000. 

During 1920, Company C sold goods to Company B at a price of $200,- 
000. These goods cost Company C $160,000. Company B still owes 
$30,000 on these purchases, the indebtedness being included in the 
Recounts payable. 

During 1920, Company B sold goods to Company A at a cost of $300,000 
and at a selling price of $375,000. Company A made cash advances total- 
ing $400,000 to Company B during the year. The sales just mentioned 
were charged against the advances account, the $25,000 balance of which 
is included in Company B's accounts payable. 

The inventories at December 31, 1920, include inter-company profits as 
follows : 

Raw 
Material 

Company A $20,000 

Company B 30,000 



Goods in 
Process 

$5,000 
6,000 



Finished 
Goods 

$4,000 
5,000 



Company A's bonds were issued July 1, 1920. They bear 5 per cent 
interest, payable semi-annually and mature in five years. No interest 
has been paid. 

Allow depreciation at 5 per cent per annum on the cost of the fixed 
assets. 

Prepare the following consolidated statements: Cost of goods manu- 
factured and sold; profit and loss statement; surplus statement (showing 
as the final balance therein the surplus balance appearing in the consoli- 
dated balance-sheet ) ; balance-sheet. 

(A. I. of A., May, 1921.) 



CHAPTER VIII 

RECEIVERSHIPS 

Receiverships — Receiverships are essentially measures for protecting the 
rights of interested parties/ The administration of justice through their 
medium was established by Roman praeters." The fundamental principles 
underlying the appointment of receivers were well established in England 
before the American colonies were declared independent, courts of chancery 
exercising jurisdiction.' In both England and America, the appointment 
of receivers is as important a power as any inherent in courts of equity,* 
but there may be receiverships created under the statute as well as in equity. 

The early English receivership cases related to real estate in litigation 
between mortgagors and mortgagees, and the earliest receiverships were 
measures for the preservation and protection of lands, and the receiver's 
duties were to prevent trespass, to make needed repairs, and to collect and 
account for rents and profits.' Now real estate comes to the receiver only 
by conveyance, except under the statute.* As to personal property, it was, 
as it is now, the duty of the receiver to take possession of the same,' and, 
if perishable, sell it ; if not, to preserve it, pending litigation, for the benefit 
of the party ultimately entitled to it, when it would not seem equitable to 
the court that either party should have possession of it.* 

Receiverships in Equity — ^Receiverships in equity may be created in cases 
of voluntary or involuntary dissolution of solvent or insolvent partnerships 
or corporations ;* in contentions as to the rights of probate or administra- 
tion ; in altercations between holders of estates in remainder and particular 
estates; in disputes between debtors and creditors, covenantors and 
covenantees, and vendors and vendees; in cases involving tenancy in 
common, lunacy, infancy, trust funds, misuse or waste of assets by partners 
or officers; and in cases where creditors sue and get judgment, so that 
insolvency is the result.^** 

They are created because of the inadequacy of relief afforded by the 
courts of ordinary jurisdiction, when, by reason of the incapacity or un- 
trustworthiness of the holders of legal title, or fraud, the rights of others 
having or claiming interest in the property are likely to be affected." 
They are created only with great caution, and after hearing the answer 
of the petitioner, for they are looked upon as a usurping of management 
of private property rights." However, if it seems that a delay in hearing 
the answer will seriously injure the property, or greatly affect the rights 
of the petitioner, a receiver will be appointed regardless of the answer." 
The Federal courts as well as courts of equity have jurisdiction. 

'I'^ov c\i)laiiation of superior figures see page 307. 
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Receiverships Under the Statute — In certain states, as, for example, 
New York, the statutes provide that a court of equity may create receiver- 
ships, if mortgages are foreclosed when the value of the property is too 
little to satisfy the mortgage debt, or the income has been encumbered, 
and in some proceedings for dissolution or reorganization." When the 
income, rents, and profits are mortgaged and the business is insolvent, the 
receiver is appointed as a matter of course." No stockholder, director, or 
officer of the corporation, nor any interested party on the opposite side, 
will be appointed receiver, unless both sides agree." The appointment lies 
in the discretion of the court." 

Legally, these statutory receiverships are clearly differentiated from the 
receiverships of the Federal courts (chancery receiverships), and the ac- 
countant or receiver must recognize this distinction." 

Receiverships Under the Federal Courts — ^Receiverships under the 
Federal courts are proceedings brought into the United States District 
Court for the particular district in which the main operating office is 
located," and individuals, partnerships, and corporations may avail them- 
selves of this method of relief, if insolvent or bankrupt. Any property 
of the debtors located in districts other than that in which the principal 
proceedings are brought must be administered in the districts where 
located,^ but such proceedings (called ancillary) are subject to the juris- 
diction of the court in the main district.'* 

Assignments — ^Although assignments for the benefit of particular 
creditors were permissible at Conunon Law and under many state statutes, 
in most states (and under the Federal Act of 1898) it is illegal to make 
them. A debtor can, however, make an assignment of all or part of his 
property for the benefit of all his creditors.*' This is done voluntarily to 
an assignee or assignees in trust, to apply the property, or the proceeds 
thereof, to the payment of some or all of the assignor's debts, and to 
return the excess, if any, to him." A valid assignment vests the assigned 
property in the assignee, and puts it out of the reach of creditors not 
secured by liens, and even of the assignor himself." 

The powers, duties, liabilities, and qualifications of an assignee are 
similar to those of a receiver or trustee. 

Receivers — Receivers are bonded officers of the court, and have posses- 
sion only through the court appointing them,'* good against the owner 
and against third parties.^" They take the books," and manage and operate 
the business, and their acts, unless unlawful, will be enforced by the court.^ 
Very little discretion is accorded them in their powers which are conferred 
upon them in the orders of appointment, the details of which must be 
followed closely.** They must apply to the court for liberty to bring or 
defend actions, to lease or rent the estate, and in most cases, to lay out 
money for repairs. They are not parties to suits in which they are ap- 
pointed receivers, but they may compromise claims, sell assets, and pro- 
mote reorganizations.** They may sue to recover assets belonging to the 
estate,*^ but cannot be sued without leave of the court," except under 
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statute. To interfere with any legitimate acts of a receiver is considered 
contempt of court.'^ Receivers cannot get a decree or obtain a judgment 
for service or disbursements in suits." When in doubt about any of their 
duties in any particular, it is their privilege, and the safer course to pursue, 
to apply to the court for instructions," and any new business must be 
undertaken only by express authority of the court.*" 

Receivers get their funds to work with by using the income as it is 
received," or by getting special authority from the court to issue "re- 
ceiver's certificates."" 

There are two kinds of receivers, receivers in equity and receivers in 
bankruptcy," and as their appointment and work are different, a distinc- 
tion should be clearly shown between them, although they are ofl&cers oi 
practically the same court.** 

Receivers in Bankruptcy — Receivers in bankruptcy are appointed by the 
Federal court, upon request of the owner or upon application of parties 
in interest, in case the courts find it absolutely necessary for the preserva- 
tion of estates of bankrupts.** Their tenure of office is usually very short, 
for as soon as the creditors can meet, they elect a trustee, in other words, 
a permanent receiver.*" They only have possession for the purpose of 
disposing of perishable property and holding intact the other property 
until the trustee assumes control.** If the bankrupt himself applies for 
relief from his indebtedness, a receiver is hardly ever needed.** Under the 
Act of Bankruptcy of 1898, in case of a general assignment for the benefit 
of creditors, a receiver may be appointed to take the property away from 
the assignee. 

Sometimes the property is put into the possession of a marshal in 
bankruptcy for preservation.*" The marshal is the executive or police 
officer of the court. 

Bankruptcy — ^Bankruptcy is a condition in which a person, firm, or 
corporation has been declared insolvent. Insolvency, by the National 
Bankruptcy Act, is a condition in which the assets of a person, firm, or 
corporation are less than the debts.** 

The object of the Bankruptcy Act is twofold: (a) to secure an equal 
distribution of the debtor's estate among his creditors, allowing only cer- 
tain priorities for wages, rent, etc., and (b) to discharge the bankrupt from 
all his debts, unless he has committed a fraud against the Act. 

Any person (except a corporation) who owes debts shall be entitled to 
be benefited by the Act, if voluntarily applying for relief.*' Any natural 
person, except a wage-earner, or a person engaged chiefly in farming or 
tilling the soil, any unincorporated company, and any corporation en- 
gaged principally in manufacturing, trading, printing, publishing, or mer- 
cantile pursuits, owing debts to the amount of $1,000, or over, may be 
adjudged an involuntary bankrupt.** Private bankers may be adjudged 
involuntary bankrupts, but National and State banks may not.** 

Two kinds of bankruptcy may arise under the Act, voluntary, where the 
owner takes the initiative, and involuntary, where the creditors, minority 
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stockholders, or other parties in interest bring action against the debtor," 
who may or may not resist. 

In either kind of bankruptcy, the procedure is about the same. A 
petition is filed setting forth the indebtedness that cannot be paid, the 
willingness of the bankrupt to give up his property for the benefit of his 
creditors, except his lawful exemptions, and his desire to obtain the benefit 
of the Bankruptcy Act. The petition is sworn to, is accompanied by a 
schedule of the debts and assets (except in involuntary proceedings where 
a delay usually of ten to twenty days is necessary to allow for the schedules 
to be made up), and an adjudication is made." The case is referred to a 
referee in bankruptcy, who is a direct representative of the court."* A day 
is fixed for the first meeting of creditors, notice being given in a local 
newspaper and in the Legal Intelligencer, at or before which date the 
creditors prove their debts. If during this period a receiver is required, 
one is appointed; if not, a trustee is elected." An examination of the 
bankrupt is made by the referee, sometimes joined in by counsel for the 
trustee, and frequently by individual creditors." 

In voluntary proceedings, if the court and creditors are satisfied by the 
evidence that no fraud has been committed, the bankrupt is discharged; 
if the creditors object to the discharge, a petition setting forth the objec- 
tions, and specifying the exact act or acts of bankruptcy committed, 
must be filed on a day fixed by law. Another meeting and examination is 
held before the referee, and his decision is sent to the judges to discharge 
the bankrupt or not, according to the evidence. The bankrupt, or creditors, 
or trustee may in all cases appeal from the decision of the referee." 

In involuntary proceedings, if the alleged bankrupt denies the allegations 
against him, he may ask for a jury trial, otherwise the case is referred to a 
special referee for decision, from which an appeal to the judges may also 
be taken by the bankrupt or the creditors. If the debtor is finally ad- 
judged a bankrupt, a meeting of creditors follows, and the property is 
put into the hands of the trustee." In the voluntary proceedings, the dis- 
charge takes effect at once, as the percentage of indebtedness that can be 
paid has already been worked out, and it is the work of counsel, generally, 
to pay to the various creditors their proportions, after reserving his fee. 

Trustees in Bankruptcy — Trustees in bankruptcy (there may be one or 
three) are bonded officers of the Federal Court, but elected by the creditors 
of a bankrupt. In the event the creditors fail to elect a trustee, the court 
appoints." Their duties, powers, and liabilities are similar to those of 
receiver. They must collect and get the property into cash and close up the 
affairs as quickly as the best interests of the parties will allow;" deposit 
cash received in a depository named by the court ;" furnish information to 
parties interested;*^* keep regular accounts;** account to creditors at their 
final meeting in detailed statements for their administration;" make and 
file final reports and accounts fifteen days before the final meeting of 
creditors ;" pay dividends within ten days after declared by referees ;"* re- 
port the condition of the estate at the end of the first month after ap- 
pointed, and every two months thereafter;" and set apart the bankrupt's 
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exemptions and report the items and their estimated values to the court.*" 
They may sue to enforce the collection of money, but only in courts 
where the bankrupt whose estate is being administered might have sued if 
proceedings in bankruptcy had not been instituted, except for the recovery 
of property which has been transferred as a preference, or for property 
outside the state. Subject to these qualifications, the trustee is not only 
vested with the title to the property of the bankrupt, but also with the 
rights of action arising upon contracts, or from the unlawful taking or 
detention of or injury to his property. 

Receiver's Liability — The receiver (or trustee) is liable for- any loss 
arising from his own carelessness, neglect, or willful deceit, or the un- 
authorized delegation of authority, or delivery of money or property to 
others;*^ but he is not liable for any lack of ability or business talent (the 
court erred in his appointment)," nor is he expected to be more careful 
of the receivership (or bankrupt's) property than he would of his own. 
He is personally liable for all debts which he contracts, unless there is a 
specific agreement with the creditors to the contrary; but he may be in- 
demnified out of the assets for all such personal obligations properly in- 
curred, and such indemnity ranks prior to the claims of persons who have 
advanced money pursuant to an order of the court.** In important matters 
action without express authority of the court makes a receiver or trustee 
personally liable.'® In case of trust funds, the trustee's legal liability is 
greatly increased, especially in the event of loss, if he does not keep his 
own funds separate from the trust funds. Should a loss result, even 
though he were not responsible for it and had acted in the best of faith, 
he would have to reimburse the estate to the amount of the loss." 

Receiver's Accounts — While a receiver must be careful and accurate in 
recording his transactions so that the end sought will have been accom- 
plished and the duties of his trust fulfilled," he does not need to keep his 
accounts in a prescribed way." One uses single entry; another double 
entry.'* One may use the old books; another, as is most usual now, will 
wish to open an entirely new set of books." His accounting will embrace 
(a) opening his books, (b) recording the transactions during administra- 
tion of the property, (c) rendering reports, (d) closing his books, and 
(e), in case of the business being continued instead of dissolved, keeping 
the corporation's records, including showing the adjustments at the be- 
ginning and end of the receivership.'* 

When the receiver takes charge, he makes a list of the assets and lia- 
bilities," has the assets appraised," and notifies creditors to prove their 
claims." He debits the assets, credits the reserves against them, and 
credits the net amount to an account called "Estate of John Smith, in 
Receivership," or "Blank Corporation, in Receivership."** Although some 
receivers show in their accounts liabilities incurred previous to their 
appointment," others make only memoranda of them** (liens upon the 
property, of course, being noted),®' unless the court orders these liabilities 
paid, when an account called "Debts of the Corporation," "Debts of John 
Smith, Bankrupt," or some other account under an appropriate title, is 
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charged and cash credited.** A receiver must, however, keep his personal 
expenses separate from those of the concern, and keep separate his current 
expenses in administering the concern's affairs from those prior debts of 
the concern which he pays," as they have a different legal status as to 
payment." The receiver's expenses of administration are shown in an 
account called "Receivership Expense."" Charges for depreciation should 
be shown, reserve accounts for discounts, bad debts, etc., set up, and any 
other entries made for the portion of the time up to the end of the fiscal 
period of the concern, that would commonly be made at any closing period."* 
Salaries of officers of an insolvent concern terminate upon the appointment 
of a receiver, unless the officers are retained by the receiver, their salaries 
then being charged against the receiver's operations.** 

The receiver's salary is fixed usually at $5 deposited with the court at 
the commencement of proceedings, and a certain percentage of all moneys 
distributed :•** usually 6 per cent on the first $500; 4 per cent up to $1,500; 
2 per cent up to $10,000 ; and 1 per cent on amounts in excess of $10,000.*^ 
Checks outstanding result in liabilities that should be shown and the 
amounts of same added back to the bank balance.** Notes or loans due 
banks are sought by the banks to be offset by any bank balance to a 
debtor's credit, but such offsets, or any of like nature, should be recorded 
only upon special instructions by receiver's counsel, who may learn of 
reasons for objecting to the right claimed.*' Prior liabilities of a receiver 
or trustee should not be used as offsets to the receiver's or trustee's ac- 
counts.** Offsets, one account to another, where the right of offset exists, 
should be made dollar for dollar.*" 

Sometimes the assets are adjusted to their appraised values.** Treasury 
stock and intangibles are not shown in receiver's accounts except at a 
nominal amount.*' In taking fixed assets into the accounts, depreciation 
should be charged against operations before ascertaining the result of 
the receivership.** 

If desired, all the asset and liability accounts on the books of a concern 
under receivership may be adjusted to conform to the receiver's records 
and closed into a "Receiver's Equity Account."** The balance in this ac- 
count will remain the same to the end of the receivership.*^ At the close of 
the receivership these entries will be reversed,*®* and any difference between 
the balance in the capital account and in the receiver's equity account will 
be adjusted into surplus.**" 

The receiver is directed to file a report with the court usually at the 
end of one month and every two months thereafter.*** The first report 
should show the properties in the receiver's hands, both fixed and current 
assets, listed as to local and ancillary, and classified as pledged and free, 
with a statement as to the liens to which the pledged assets are subject.*** 
Attached thereto should be schedules of preferred, secured, unsecured, and 
contingent creditors.*** The preferred claims are those given priority by 
law, as receiver's certificates, receiver's commissions, taxes due the state, 
mechanics' liens, etc. ; the secured, those having either full or part security ; 
the unsecured, those having no security; and the contingent, those secured 
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by collateral, personal chattels hypothecated until the purpose for which 
they were used has been fulfilled.*** This first report has been called a 
statement of affairs,*" and is usually accompanied by a deficiency account/"* 
Great prominence has been given to the importance of statements of 
affairs and realization and liquidation accounts by C. P. A. boards because 
of the logical reasoning they require/"* However, both statements are 
largely theoretical,"® the realization and liquidation account never being 
used in its technical form,*" and the statement of affairs having no legal 
standing,"* although it is occasionally used to show creditors what they 
may expect in case of liquidation."* The deficiency account explains how 
the deficiency shown by the statement of affairs was caused."* 

Additional reports, called intermediary reports, are filed, with their 
schedules, to show the extent of liquidation, the changes that have occurred, 
and the results of the receiver's operations."' 

The final report should be a summary of all operations from the time 
of assuming control, should give full explanations of transactions, and 
should show what is left, to be returned, of the properties taken into 
custody."* This is the report that enables the court to determine the value 
of the receiver's services."' The final report may be in the form of a 
realization and liquidation account. 

Although there is no standardized form for receiver's reports, the 
"charge and discharge" form"* is the one most frequently used. 

"The receiver charges himself with : 

1. The assets at the date of the receivership (or at the date of the last 

report), exclusive of permanent or fixed assets. 

2. Additions to such assets since discovered. 

3. Increments upon realization of such assets. 

4. Amounts realized from the sale of permanent or fixed assets. 

5. Amounts realized from the sale of receiver's certificates. 

6. Increases in the amount of receiver's liabilities. 

7. Gross income from the operation of the property. 

"The receiver credits himself with: 

1. Preferred or other liabilities of the company paid. 

2. Decreases in the assets stated as taken over at the date of the 

receivership. 

3. Losses on realization of such assets. 

4. Expenditures on permanent or fixed assets. 

5. Receiver's certificates repaid. 

6. Decreases in the amount of receiver's liabilities. 

7. Interest charges paid. 

8. Expenses of operation of the property. 

9. Receivership expenses. 

10. The assets at the close of the period covered by the report, exclusive 
of permanent or fixed assets." 

The above form is frequently supported by (a) comparative balance 
sheets of the receiver at the beginning and end of the period covered by 
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the report; (b) profit and loss statement; and (c) statement o£ receipts 
and disbursements."* 

The closing of a receiver's accounts should be at regular periods, cor- 
responding with the fiscal period of the concern.*** This regularity would 
the better enable the prospective purchaser and financier to judge by 
comparisons of periods prior to receivership and by results during re- 
ceivership as to the value of the property."* 

In the case of volimtary dissolution of a corporation, the directors are 
the trustees; properties are disposed of as fast as possible so as not to 
sacrifice too much; liabilities are liquidated, the proper debits and credits 
being made to cash; losses are closed into profits and loss, or some other 
account as deficiency or surplus ; and, lastly, the profit or loss is closed into 
the capital stock account.*** 

In the case of foreclosure by mortgage or inability to reorganize, there 
must be made the necessary entries to record sales and receipts of cash, 
the application of cash to expenses of sale and receivership and to creditors' 
and bondholders' claims. The owner or stockholders would receive what is 
left, if anything.**' If it is a corporation, the books would be closed in the 
usual way and the old corporation would be dissolved, otherwise the dis- 
tribution would be illegal. 

When other receiverships or trusteeships are terminated, the net profit or 
loss during the period of operation would be closed into the receiver's or 
trustee's equity account.*** In either solvent or insolvent receiverships the 
liabilities are debited and the assets credited and the balance debited or 
credited to the receiver's or trustee's equity account on the books of the 
concern;**" on the books of the receiver or trustee the entries as to assets 
and liabilities are reversed and the balance is debited or credited to the 
"Blank Corporation (or owner), in Receivership," or "Blank Corporation 
(or owner), in Bankruptcy."**" 

If sufficient cash is left to pay a 5 per cent dividend to the unsecured 
creditors after paying the preferred creditors' claims, a dividend must be 
declared by the referee and paid by the trustee within ten days after 
declaration.**' Fully secured creditors get only their security, no dividends 
from the trustee.*** Partly secured creditors can only share in the remainder 
over and above their security.*** When the entire amount of property has 
been realized upon and the cash which the trustee has received has been 
distributed to the creditors, the trustee's (or receiver's) duties are at an 
end and he may apply to the court for a discharge.*** 

Audit of Receiverships — The auditor must first consider the order ap- 
pointing the receiver, and should study the orders that are issued from 
time to time, as they constitute the law for the case,*'* defining the duties 
and conferring the powers of the receiver, and designating the property 
which is to come into the custody of the receiver.*** A balance sheet audit 
should be made as of the date of the receivership, and, if possible, a physi- 
cal inventory should be taken.*** The auditor should see that all payments 
of the receiver are supported by vouchers,*** and that the receiver is able to 
verify his accounts by aflftdavit. 
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QUESTIONS 

RECEIVERSHIPS 

1. What is a receiver? (a) What is his first duty on taking possession 
of profit or trust funds committed to his care? (Mich., July, 1906.) 

2. How would the following affect the individual holders or subscribers : 
(a) bankruptcy, (6) voluntary dissolution of the corporation? (Mich., 
June, 1913.) 

3. You are appointed receiver in Delaware to wind up the affairs of a 
trust company, which has become insolvent through the defalcation of a 
prominent official, and it takes you two years to wind up its affairs. Who 
specifically appointed you ? Give a synopsis of what you would do and in 
the order in which the various things required from you must be attended 
to, including your final report. (Del., June, 1915.) 

4. What elements enter a statement by a receiver? Prepare an exhibit 
showing the construction of receiver's statement. (Iowa, Dec, 1918.) 

5. Outline accounting procedure necessary to prepare schedules in 
bankruptcy under the United States Bankruptcy Act. State schedules in 
their order and give substantially what each contains. (N. Y., Jan., 1911 ; 
N. Y., Jan., 1918.) 

6. Give the names of the general accounts to be used and state briefly 
how you would proceed to open a set of books for the receiver of a small 
manufacturing concern, the court having issued an order that the receiver 
shall continue manufacturing in order to utilize to the best advantage the 
work in process and the raw material. (N. Y., June, 1908.) 

7. A company has been reduced to insolvency and you are called upon 
to make an investigation in connection with a proposed reorganization. 
Enumerate some important elements to be investigated. (Mass., Oct., 
1917.) 

8. A trading company votes to go into voluntary liquidation, the direct- 
ors (three in number) being appointed trustees, to realize on the assets 
and pay the debts. What change, if any, should be made in the books of 
the corporation and how should the trustees' transaction be recorded? 
(N. Y., Jan., 1904; N. Y., June, 1915; W. Va., May, 1919.) 

9. With what accounts of a bankrupt company would you open the 
books of the receiver? State your reasons for so doing. (A. I. of A., 
May, 1918; Pa., Nov., 1919.) 

10. Define: Assigned accounts. (Wash., June, 1915.) 
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11. Prej^are an iSni^uejs ajcoiint, furnishing your own tigiues; (tt) 
on taking charge, (b) final account. (Pa., May, 1903; Mich., Nov., ii)0..j 

12. If appointed an assii>:nee for a corporation, wliat would you con- 
sider to be your first duty? How should the assignee's account be pre- 
pared for submission to the court? (N. Y., Jan., 1918.) 

13. What is the duty of the as ignee's accountant in the ca^e of an as- 
signment? How is the inventory stated? What are included in the 

schedules? How is the assi- ree's account stated for submission to the 
court? What does the summary of account usually include? With what 
does the assignee charge himself? For what does he take credit? (N. Y., 
Dec., 1898.) 

14. What are the usual methods of stating the accounts respectively of 
(a) receivers; (6) assignees; (c) trustees in bankruptcy? State in what 
essential respects they differ. (Pa., May, 1905.) 

15. In auditing the books of a company for the first time after a 
reorganization, what should an auditor do to verify the opening entries? 
Give reasons. (N. Y., Dec, 1898.) 

16. An assignee has been appointed for an insolvent manufacturing 
corporation whose liabilities and assets consist of its capital stock, notes 
and accounts payable, unpaid wages, cash, notes and accounts receivable, 
raw materials, supplies, finished goods, stock in process, plant and balances 
against "branches." The assignee is, temporarily, to handle the property 
"as a going concern." You are placed in charge of his accounts. What 
are the first steps to be taken by you relative to (a) the liabilities, (h) 
the assets, and (c) what Ledger accounts should be set up in the books 
of the assignee? (Mass., April, 1911; N. Y., Jan., 1916.) 
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PROBLEMS 
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1. A corporation with a Balance Sheet as at December 31, 1912, given 
}>elow, is placed in charge of a receiver. 



Assets 

Cash $12,188 

Accounts Receivable 71,227 

Investments 13,950 

Inventory 83,312 

Fixtures 46,880 



$227,557 



Liabilities 

Accounts Payable $62,060 ' 

Notes Payable 60,000 • 

Capital Stock 50,00*) 

Surplus 55,497 



$227,557 



An examination of the books discloses the following: 

The cash consists of deposit in bank, $10,550 ; currency, $595 ; advanced 
on traveling expenses, $250; sundry expense vouchers, $793. 

Accounts receivable: Contracted in 1912, $51,822, estimated to shrink 
$500; contracted in 1911, $5,715, estimated to shrink 25 per cent; con- 
tracted in 1910, $3,180, estimated to shrink 75 per cent; contracted prior 
to 1910, $10,510, all bad. 

The investments were considered to be of no value. The inventories were 
found to contain unsalal)le stock to the amount of $7,525. 

The fixtures were bought as follows: In 1905, $5,115; 1906, $3,002; 
1907, $2,150; 1908, $17,810; 1909, $1,005; 1910, $4,505; 1911, $6,115; 
1912, $7,178. Total, $46,880. 

Fixtures are estimated to last ten years, and no depreciation has been 
entered in the accounts. Bills for goods received amounting to $3,512 
were not included in the accounts i)ayable of $62^0(j0;JTTi(rre('eiver de- 
cides to reorganize the business with a capital stocF"oF$150,000, divided as 
follows: $75,000 common and $75,000 6 per cent preferred. He offers 
the creditors 75 per cent of their claims in preferred and 25 per cent in 
conuuon stock, with a bonus of 25 per cent common. This is accepted by 
creditors holding $60,000 worth of notes and $40,000 of claims on open 
accounts. He offers the stockholders in the old corporation one share of 
counnon stock in the new corporation for every two shares in the old 
corporation. This is accepted by all of them. He estimates that the new 
corporation can do a business of $700,000 a year with the goods costing 70 
])er cent, that his expenses will be $175,000; that he will allow a (juarter 
of 1 per cent for bad bills and a depreciation charge of 10 per cent on 
the cost of fixtures. 
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Submit an adjusted Balance Sheet of the new corporation, and an esti- 
mated operating account for the first year, showing the estimated per- 
centage earned on common stock, after paying dividends on preferred 
stock. (Mass., June, 1913.) 

2. The Brown Manufacturing Corporation, finding its credit impaired, 
prepares the following statement, as of January 1, 1908 : 



Assets 

Plant $248,607 

Merchandise 345,156 

Accounts Receivable 174,216 

Cash 1,067 

$769,046 



lAahUities 

Capital Stock $200,000 

Accounts Payable 488,361 

Profit and Loss 80,685 



$769,046 



By agreement of all concerned the corporation applied for receivers, 
who were appointed and granted permission to dperate. 

The receivers took no inventory, but revalued certain assets in above 
statement as follows : merchandise, $241,610 ; accounts receivable, $139,373. 

On October 1, 1909, having paid dividends to creditors, and receivers' 
expenses aggregating $362,845, the receivers reported to the court the 
following conditions: plant, $241,747; merchandise, $77,564; accounts re- 
ceivable, $63,132; cash, $47,637; accounts payable, $186,883; and were 
authorized to turn over the property to the stockholders. 

Draw up entries covering the following: (a) Corporation books, transfer 
of property to receivers; (h) corporation books, recovery of property; 
(c) balance sheet, after above entries are made; {d) receivers' books, 
opening; (e) receivers' books, closing. (Mass., April, 1911.) 

3. A malting company was placed in the hands of a receiver in bank- 
ruptcy. The assets inventoried by the receiver were: 

Accounts receivable, $218,477.15; grain and products in malt house, 
$29,359.74. 

An order of the court was entered instructing the receiver to continue 
the operation of the business. After the receiver had operated the busi- 
ness two months, a settlement was effected, and the receiver discharged by 
the court, the bankrupt company resuming business. The receiver's books 
of the bankrupt company's accounts showed at the date of his discharge: 

Collections on account of the Accounts Receivable, inventoried above, 
$10,097.60; they showed that in trade the receiver had made gross sales 
to the amount of $114,806.62 ; his grain purchases were $110,786.61 ; manu- 
facturing expenses, $7,279.07; selling expenses, $7,956.97; receiver's 
charges, $1,000; discounts, shortages and merchandise returned, $1,370.85; 
on hand in grain and products, $51,005.62; he has collected in cash on re- 
ceiver's sales, $65,448.83; he owes an open account, $5,237.52; borrowed 
from banks, $46,251.10. 

Prepare trading statement showing profit or loss from receiver's opera- 
tions, and prepare final Balance Sheet statement from the face of the 
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receiver's accounts of the bankrupt company at the close of the receiver- 
ship. (111., Nov., 1903.) 

4. The officers of the "A" company find that they are unable to meet 
current obligations and a receiver is appointed on April 28, 1919. The 
receiver calls for an inventory and a statement as at date of appointment, 
which is given as follows: 



Assets 
Machinery and Equip- 
ment $507,300.00 

Consigned Merchandise . . 220,000.00 

Merchandise at Mill 115,000.00 

Cash 800.00 

Accounts Receivable 1,400.00 

Unexpiried Insurance .... 800.00 

Employees' Liberty Bonds 4,700.00 



$850,000.00 



Liabilities 

Reserve for Depreciation . . $7,300.00 

J. Smith and Company. . . 250,000.00 

Bank Loans 105,000.00 

Acceptances 15,000.00 

Bank Overdraft 1,000.00 

City Taxes Accrued 4,000.00 

Collateral Notes Payable . 4,700.00 
Mortgage on Machinery. . 100,000.00 
Accruedlnterest on Mort- 
gage (to date) 3,000.00 

Lease— Machinery 30,000.00 

Accrued Interest on Lease 

Agreement 10,000.00 

Accounts Payable 110,000.00 

Capital Stock — Common . 100,000.00 

Capital Stock— Preferred. 100,000.00 

Surplus 10,000.00 

$850,000.00 



On November 20 the receiver having disposed of all assets for cash 
(except consigned merchandise and $400 accounts receivable which were 
considered doubtful) calls upon you to prepare an interim statement for 
the information of the stockholders and creditors. 

■ 

He leaves the form to your judgment but suggests that it be as con- 
cise as possible and that you show his valuations, as well as book value, 
at date of receivership. He also wants' a summary of his transactions, 
not necessarily to include profit or loss showing, and finally wants the 
statement to show conditions as they are at date you are called in. 

You find that the collateral notes payable were for accommodation of 
employees and were secured by deposit of bonds, also the property of 
employees, as per statement. The bonds have now been delivered to the 
employees and the notes paid by them. 

The court has authorized payments of the city taxes and accrued interest 
of $400, which latter amount had been omitted from the statements but 
included by receiver in his valuation statement. Federal taxes were also 
found to be due and were also paid (amount $1,000). 

The lease covered machinery worth $30,000, but the firm that furnished 
this machinery has accepted a release of the "A" company^s equity in this 
machinery as full payment of notes under lease agreement and the accrued 
intei'est. 

The receiver finds that J. Smith and Company's account represents 
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advances on the entire consigned merchandise and that this merchandise 
has been pledged to secure this claim in part (to the extent of value of 
the merchandise). Receiver accepts book value for purpose of his rec- 
ords. 

After removal of the leased machinery the remaining machines and 
equipment were sold for $200,000 and the mortgage (and accrued inter- 
est to date of payment, $5,000) were paid in full. (Receiver's original 
value placed upon all machinery was $200,000.) 

The merchandise at the mill was valued by the receiver at $75,000, 
but after six months' operation the amount on hand was sold without in- 
ventory for $25,000. 

The accounts receivable were valued by the receiver at $1,000 and the 
amount was in fact realized in cash, the balance appearing doubtful 
(estimated to be worth 50 cents on dollar.) 

Unexpired insurance is accepted by receiver at book value. November 
10 a rebate of $100 was received and all policies were canceled. 

Upon comparing the statement with the books you find accounts pay- 
able understated $10,000 in the statement given receiver because of an 
error on the part of a bookkeeper when closing books at April 28. 

Claims were duly filed for entire amount owing (except $10,000 accounts 
payable). An account in purchase ledger was disallowed and is in dispute 
(amount, $5,000.) 

The receiver sold merchandise to the amount of $75,000, all of which 
had been paid for. Other receipts were rent for portion of building — sub- 
let — ^$1,000 ; unclaimed wages, $500 ; interest on bank account to November 
20, 1919, $200; cash surrender value of insurance policy on life of treas- 
urer, $1,000. 

Other payments were receiver's accounts payable, $50,000; taxes, $3,000 
(assessed since receivership); rent, $2,000; legal expense, $5,000. No fee 
has been allowed receiver or will be considered in your statement. 

An analysis of the ledger determines the fact that only the following 
bills and expense vouchers had been carried through the invoice register 
since receivership, and all had been paid promptly, viz. : labor, $20,000 ; 
materials, $20,000 ; shop expense, $3,000 ; heat and power, $2,000 ; freight, 
$1,000; general expense, $4,000. 

(A. I. of A., Nov., 1920.) 

5. April 15, M and Company made a general assignment to John Doe 
w^ithout preference, for the benefit of their creditors. 

The assignee decides to take up on his books only the cash and cash 
transactions, continuing the estate books for all others. 



RECEIVERSHIPS 



157 



The assignor's balance sheet is found to be as under 



Plant $10,000.00 

Bills Receivable 4,000.00 

Accounts Receivable (in- 
cludes $6,000 due from 

the president) 12,500.00 

Inventories 7,300.00 

Cash 1,200.00 

$35,000.00 



Capital $10,000.00 

First Mortgage Bonds (6% 

—June 30, Dec. 31) 6,000.00 

BiUs Payable 8,000.00 

Accounts Payable 11,000.00 

Surplus 1,000.00 



$35,000.00 



Upon investigation, it is found that the assets are carried at figures 
considerably higher than their true value, that the $6,000 owed by the 
president is uncoUeotable and that a reorganization is impracticable — 
therefore the assignee proceeds to liquidate. 

May 20, the inventories were sold for $4,000. 

May 28, the accounts receivable, less the president's account, were sold 
for $5,500. 

May 31, a 25 per cent dividend was paid. 

June 10, bills receivable for $3,500 were paid, and one bill for $500 
was found to be uncollectable. 

June 30, the plant was sold for $6,000 to the bondholders. 

July 10, the final dividend was paid. 



The assignee's fee was 

Legal and administration expenses 

Special investigation of alleged irregularities on the part 
of the president 



$1,000.00 
1,400.00 

500.00 

$2,900.00 



These expenses were allowed by the court, and to simplify the answer 
it may be considered that the expenditures all occurred on July 10. 

Journalize the above transactions, separating the entries applicable to 
the estate's books from the one applicable to the assignee's books. 

(Pa., Nov., 1914.) 



CHAPTER IX 

STATEMENT OF AFFAIRS AND DEFICIENCY ACCOUNT 

Relation of Statement of Affairs to Balance Sheet — ^A statement of 
affairs should not be called an estimated balance sheet/ The balance sheet 
shows the book value of what is behind the proprietorship of a going con- 
cern, while the statement of affairs shows the appraised value of what is 
behind the unsecured creditors of a liquidating concern. The balance 
sheet classifies the liabilities as to their liquidity under normal conditions, 
while the statement of affairs classifies them as to their legal status in 
regard to payment.' 

Valuation in Statement of Affairs — As the court has no control over 
the statement of affairs, the valuations used should be the best appraisals 
possible by the parties concerned.' If court proceedings have progressed 
to the point where the property has been ofiicially appraised, the court 
appraisers' figures should be used in the statement of affairs.* 

Valuation Reserves — ^As the valuation reserves make classification of 
accounts in a statement of affairs difficult, it seems advisable, although not 
necessary, to show the assets at their net book values.* 

Capital Accounts — Some accountants enter the capital accounts in the 
statement of affairs,' while others do not.' The former practice seems 
preferable, as it makes the "book value" columns self -balancing and be- 
cause the accounts are needed *in the deficiency accounts. 

Drawing accounts are sometimes shown in the deficiency account,* but 
this added complexity does not seem warranted, as the deficiency account is 
a liquidation and not an operation account. 

Operating losses are frequently shown in detail' or. as a lump sum" in 
the deficiency account, but this practice appears out of place in a liquida- 
tion account. 

Partners' Outside Property — The amounts contributed by partners be- 
cause they own estates outside the insolvent firm in excess of their legal 
exemptions should not be given book values, as they are extraneous items, 
but should be given realizable values and credited to the deficiency 
account." 

Unexpired Insurance — Unexpired insurance must be appraised on the 
"short term" rates" when entered in a statement of affairs. The "short 
term" rates are discussed in Chapter XIV, Volume I, under the caption 
"unexpired insurance." 

Taxes — ^Personal taxes due to the government, the state, or the munici- 



^For explanation of superior figures see page 307. 
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pality have the first claim against the assets available to unsecured credit- 
ors, but realty taxes outrank even the rights of the parties to whom the 
real estate is pledged." 

Accrued Interest — Accrued interest on an obligation has the same status 
as the obligation, i. e., if the obligation is secured, the same security is 
behind the accrued interest. Interest on a mortgage may be shown added 
to the principal in statements of affairs.^* 

Notes Beceivdble Discounted — ^In preparing statements of affairs notes 
receivable discounted should be included in the good notes receivable and 
then deducted, if they are considered to be good,** but, if the notes are 
considered to be bad, the contingent assets should either be included in 
the bad notes receivable or listed separately, and the contingent liabilities 
should be listed as unsecured liabilities.*" 

Work in Process — ^Work in process is sometimes given the realizable 
value it will have when completed, and the cost of finishing the work is 
given a liquidation value." As the cost of completing the unfinished Work 
is not an unsecured claim, this practice seems incorrect. Work in process 
should be given realizable values equal to the excess of the realizable values 
at the time of completion over the estimated costs to complete.** 

Hire-Purchtise Agreements — Machinery purchased on the installment 
plan is sometimes given a realizable value and the unpaid installments 
given liquidation values.** However, as the title of goods sold on the 
installment basis usually does not pass until the goods are paid for, it 
would seem that the unpaid installments should be treated as secured 
liabilities. 

Right of Set-Off — ^When a debtor of a bankrupt is at the same time a 
creditor, he is allowed to cancel his debt dollar for dollar against his 
claim, but any uncanceled balance of the claim would be unsecured."" 

Classification of Accounts — The accounts receivable'^ and notes receiv- 
able** should be classified into good, doubtful, and bad. This classification 
is impractical, however, and should be omitted if the accounts or notes are 
pledged as security.*' The assets should be classified into unpledged, 
pledged to fully secured creditors, and pledged to partly secured creditors, 
while the creditors should be classified into unsecured, partly secured, 
and fully secured.** In making the classification of liabilities, the realiz- 
able and not the book value of the security governs, i. e., a mortgage of 
$8,000 secured by land, the book and realizable values of which are $9,000 
and $6,000, respectively, would be a partly secured liability." 

Illustrative Problem — ^Required to prepare a statement of affairs and 
deficiency account from the following data : 
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Trial Balance 



Cash $5,000.00 (a) 

Notes Receivable 10,000.00 (b) 

Accounts Receivable. . . 8 , 000 . 00 (c) 

Raw Material 3,000.00 (d) 

Goods in Process 2,000.00 (e) 

Finished Goods 1,000.00 (f) 

Investments 12,000.00 (g) 

Unexpired Insurance.. . 500.00 (n) 

Real Estate 15,000.00 (i) 

Machinery 6,000.00 (j) 

Tools 1,000.00 (k) 

Purchases 32,000.00 

Factory Expenses 2,000.00 

Selling Expenses 1,000.00 

General Expenses 1 , 000. 00 

"A," Drawings 500.00 



$100,000.00 



Accounts Payable $2,000.00 

Accrued ReaJty Taxes 500.00 
Accrued Personalty 

Taxes 250.00 

Accrued Wages 250.00 

Accrued Auditor's Fees 400 . 00 

Salary Due "A" 100.00 

Reserve for Bad Debts 1 , 000 . 00 

Notes Payable 4,500.00 (1) 

Notes Receivable Dis- 
counted 3,000.00 

Accrued Interest on 

Notes 200.00 (m) 

Accrued Interest on 

Mortgage 800.00 

Mortgage Payable. .. . 12,000.00 
InstaUments on Ma- 
chinery 5,000.00 

Sales 40,000.00 

"A," Capital 15,000.00 (n) 

"B," Capital 15,000.00 (o) 

$100,000.00 



(a) Uncollectible cash items, $100. 

(b) 50 per cent good (including 

discounted note $2,000), 25 
per cent doubtful (estimated 
to be worth one-half face), 
and 25 per cent bad (includ- 
ing discounted note $1,000). 

(c) 80 per cent good, 15 per cent 

doubtful (estimated to be 
worth one-half face), and 5 
per cent bad. These per- 
centages are on net book 
values before "set-off." Bal- 
ance includes $1,000 due 
from a man to whom firm 
owes $1,500. 

(d) Final inventory $4,000; realiz- 

able value $3,000. 

(e) Final inventory $2,500; value 

when completed $10,000 ; cost 
to complete $7,000. 

Solution Procedure — The general procedure in preparing statements of 
affairs and deficiency accounts is as follows: 

(a) Enter all unrecorded items on the books. 



(f) Final inventory $2,500; realiz- 

able value $1,500. 

(g) $1,000 held by holder of $750 

note; $2,000 held by holder 
of $2,500 note; rest un- 
pledged. Worth 90 cents on 
dollar. 

(h) Short term basis value $400. 

(i) Worth $10,000. 

(j) Worth $5,500. 

(k) Worth $500. 

( 1 ) Unrecorded accommodation note 
$50,000, dishonored ; con- 
tingent asset worth $10,000. 

(m) Due on unsecured notes pay- 
able. 

(n) $2,000 outside property, exclu- 
sive of exemption. 

(o) $1,000 outside property, exclu- 
sive of exemption. 
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(b) Close nominal accounts, valuation reserves, and minor proprietor- 
sliip accounts; combine accrued interest with related accounts, and make 
all "set-offs." 

(c) Classify accounts. 

(d) Deduct pledged assets from partly secured creditors and fully se- 
cured creditors from their security; deduct good notes receivable dis- 
counted from the notes receivable. 

(e) Rewrite using an "items" column for subtractions and a "book 
values" column for net figures. 

(f ) Head three columns to the right of "book values" column as fol- 
lows : First column, "realization and liquidation values," combined second 
and third columns, "deficiency account" with sub-heading "debit" for the 
second column and sub-heading "credit" for the third. Enter "realization 
and liquidation" values in proper column and losses and gains in the 
"deficiency account-debit" and "deficiency account-credit" columns, re- 
spectively. 

(g) Enter outside property turned over by partners under "assets" 
in the "realization and liquidation values" column and extend to "deficiency 
account-credit" column. 

(h) Add the respective liabilities and assets in "realization and liquida- 
tion values" column, from the latter total subtract the preferred liabili- 
ties, and the difference will be the "net available assets." The total of the 
liabilities divided into the "net available assets" gives the cents on the 
dollar the firm will pay unsecured creditors, which figure should be shown 
at the bottom of the statement of affairs in parentheses. 

(i) Add difference between "net available assets" and the total "realiza- 
tion and liquidation" value of the liabilities to the "net available assets" 
and insert same figure in "deficiency account-credit" column. 

(j) Enter the net worth accounts in "deficiency account-credit" column 
and add the two "deficiency account" columns. 

After completing procedure in (a), (b), and (c) for the foregoing 
problem, a balance sheet should be prepared to make sure that the 
accounts are in balance. 
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Assets 

Cash 15,000.00 

Notes Receivable: 
Good: 

Discounted 2,000.00 

Undiscounted 3,000.00 

Doubtful — Undis- 
counted 2,500.00 

Bad: 

Discounted 1,000.00 

Undiscounted 1,500.00 

Accommodation Note 50,000.00 

Accounts Receivable: 

Good (after "set-off") . . 4,600.00 

Doubtful 1,050.00 

Bad 350.00 

Raw Material 4,000.00 

Goods in Process/ 2,500.00 

Finished Goods 2,500.00 

Investments: 

Unpledged 9,000.00 

Pledged To: 
Fully Secured Cred- 
itors 1,000.00 

Partly Secured Cred- 
itors 2,000.00 

Unexpired Insurance .... 500.00 

Real Estate— Pledged ... 15, OO.CO 

Machinery— Pledged 6,000.00 

Tools 1,000.00 



?1 14,500 00 



Liabilities and Capital 
Preferred Creditors: 
Accrued Personalty 

Taxes $250.00 

Accrued Wages 250.00 

Fully Secured Creditors : 

Accrued Realty Taxes . 500.00 

Notes Payable • 750.00 

Installments on Ma- 
chinery 5,000.00 

Notes Receivable Dis- 
counted (Good) 2,000.00 

Partly Secured Creditors: 

Notes Payable 2,500.00 

Mortgage and Interest . 12,800.00 
Unsecured Creditors: 
Notes Payable and In- 
terest 1,450.00 

Accommodation Liabil- 
ity 50,000.00 

Accounts Payable 1,000.00 

Accrued Auditor's Fees 400.00 
Notes Received Dis- 
counted (Bad) 1,000.00 

Net Worth: 

"A," C pital 18,100.00 

"B," Capital 18.500.00 



$114,500,000 



After "d" and "e" are completed, the "items" and "book values" columns 
appear as in the solution below. The illustrative problem offers a rather 
unusual difficulty in that real estate is security for both a fully secured 
liability (realty taxes) and a partly secured liability (mortgage and in- 
terest). 

Special care should be taken in "f" correctly to handle the valuation 
of the pledged assets.* The other steps in the solution procedure are 
simple. If, at first, the net deficiency will not throw the two major totals 
in the "realization and liquidation values" column and the total of the two 
"deficiency account" columns in balance, the mistake can be readily located 
by cross-addition. 

The formal solution of the foregoing problem is as follows : 
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"A" and "B" 
Statement of Affairs and Deficiency Account 

(Date) 



Accounts 



Assets 

Cash 

Notes Receivable: 

Good 

Less Discounted. 



D o u b t f u 1 — ^U n d i s- 
counted 

Bad: 

Discounted 

Undiscounted 



Accommodation Note. . . 
Accounts Receivable: 
Good (after "set-off") . 

Doubtful 

Bad 

Raw Material 

Goods in Process 

Finished Goods 

Investments: 

Unpledged 

Pledged to FuUy Se- 
cured Creditors. . . 
Less Fully Secured 
Note 



Unexpired Insurance. . . . 

Machinery 

Less Unpaid Install- 
ments 



Items 



$5,000.00 
2,000.00 



$1,000.00 
1,500.00 



$1,000.00 
750.00 



Tools 

"A's" Personal Estate. 
"B's" Personal Estate. 



Less Preferred Creditors 



Net Available Assets 

(76.9c on $1) 

Deficiency 



Totals Carried Down 



$6,000.00 
5,000.00 



Book 
Values 



$5,000.00 



3,000.00 



2,500.00 



2,500.00 

50,000.00 

4,600.00 
1,050.00 
350.00 
4,000.00 
2,500.00 
2,500.00 

9,000.00 



Realiza- 
tion and 
Liqui- 
dation 
Values 



$4,900.00 



3,000.00 



1,250.00 



Deficiency Account 



Debit 

— i 



$100.00 



10,000.00 

4,600.00 
525.00 

3,000.66 
3,000.00 
1,500.00 

8,100.00 



250.00 
500.00 



1,000.00 
1,000.00 



$89,750.00 



150.00 
400.00 



500.00 

500.00 
2,000 00 
1,000.00 



$44,425.00 
500.00 



$43,925.00 
13,925.00 



$57,850.00 



1,250.00 



2,500.00 
40,000.00 



525.00 

350.00 

1,000.00 



1,000.00 
900.00 



Credit 



$500.00 



100.00 
100.00 



500.00 
500.00 



$48,825.00 



2,000.00 
1,000.00 



13,925.00 



$17,425.00 
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Statement of Affairs and Deficiency Account — Continued 



Accounts 


Items 


Book 
Values 


Realiza* 
tion and 
Liqui- 
dation 
Values 


Deficiency Account 




Debit 


Credit 


Totals Brought Down. . . . 








$48,825.00 


$17,425.00 


LdabUiHes and Capital 

Preferred Creditors: 
Accrued Personalty 
Taxes 




$250.00 
250.00 






Accrued Wages 










Partly Secured Creditors: 

Mortgage and Interest . 

Less Real 

Estate . .$15,000.00 

Less Taxes 500 00 


$12,800.00 
14,500.00 








1,700.00 

• 


$3,300.00 


5,000 00 








Notes Payable 

Less Pledged Invest- 
ments 


$2,500 00 
2,000.00 




500.00 

1,450.00 

50,000.00 

1,000.00 

400.00 

1,000.00 

18,100.00 
18,500.00 


700.00 

1,450.00 

50,000.00 

1,000.00 

400.00 

1,000.00 


200.00 








Unsecured Creditors : 
Notes Payable and In- 
terest 






Accommodation Lia- 
bility 








*'** "J 

Accounts Payable 








Accrued Auditor's Fees 








Notes Receiyable Dis- 
counted (Bad) 








Net Worth: 
"A/' Capital 






18,100.00 


"B," Capital 








18,500.00 














$89,750.00 


$57,850.00 


$54,025.00 


$54,025.00 













Other Forms — It must be frankly admitted that the above form is un- 
usual. Therefore, for. the sake of the student who fears that it will not be 
acceptable to the C. P. A. boards, a normal form from which the pub- 
lished forms vary will be developed by discussing the variations given for 
each of the columns in the above form. 

With three exceptions,*" all of the thirty published forms studied," 
which were taken from twenty-one different books, started the statement 
of affairs with the assets, and in presenting the assets all but four** listed 
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them in the order of liquidity. In only four* out of the thirty forms were 
the assets classified as current, deferred, and fixed. Thirteen forms" 
classified the creditors as preferred, fully secured, partly secured, and 
unsecured, while seventeen did not. Eleven" out of thirty forms included 
the net worth accounts, but, strange to say, all of the eleven forms, which 
included the net worth accounts, omitted all reference to them in the major 
captions and listed the proprietorship accounts among, but after, the 
liabilities. 

In all but three cases" an "items" column was used, but only in one 
case" was a name assigned to it. In all but three cases"* the "items" 
column was immediately to the right of the names of the accounts, the 
"book values" colimm being between it and the accounts in the three 
exceptions. 

In eighteen forms the book values of the assets were recorded in a 
column headed "book values," but the heading "nominal values" was used 
eight times," "as per ledger" twice" and "ledger values"" and "nominal 
assets"" once each. The book values of the liabilities were recorded under 
the heading "book values" twelve times, but the heading "nominal values" 
was used four times," "gross liabilities" four times,** "as peB ledger" 
twice,** "total liabilities" twice,*" and "as per books,"" "offsets,"** "book 
liabilities,"** "ledger values,"** "gross amount,"*' and "total"** once each. 
The columns headed "book values," or an equivalent title, were placed on 
the right of the accounts in twenty cases and on the left in ten.*" Only 
one" of the thirty references deducted offsetting liens and securities before 
entering the accounts in these columns. 

Nineteen references entered the appraised values of the assets under 
the heading "expected to realize," while the heading "estimated to pro- 
duce" was used four times," "estimated realizable values" twice," and 
"estimated value,"" "estimated yield,"" "estimated realization,""* "esti- 
mated realizable unpledged value,""" and "estimated realization and 
liquidation"" once each. Twenty-four references used the heading "ex- 
pected to rank," and the headings "estimated realization and liquidation,"" 
"claims on general assets,"" "claims on unsecured assets,"" "estimated to 
require,"** and "estimated liquidation""* were used once each, while one 
reference used no heading at all." 

None of the thirty references gave two columns to the deficiency account, 
but five" used a single column under the caption "deficiency" and two" 
used a single column headed "shrinkage." When only one column was 
used for both losses and gains the losses were shown in black ink and the 
gains in red ink or by italics or by asterisks referring to a footnote." 

The authorities, generally, agreed on the separation of the deficiency 
account from the statement of affairs, only one*" having combined them. 
There was considerable variation as to the form of the deficiency account, 
however, four" having presented the data in the form of a statement 
instead of a ledger account. In using the account form, five** references 
reversed the usual order and placed the capital accounts and gains on the 
left and the losses on the right. In explaining the realization losses, one'* 
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reference merely listed the accounts and the losses therein without any 
headings, but usually either the heading "estimated shrinkage"" or the 
heading "estimated losses on realization"" was used. It is noteworthy 
that trading losses" and gains^* and the partners' drawing accounts" were 
frequently shown in the deficiency account. 

From the study of the various published forms of statement of affairs 
and deficiency account, it would appear that the foregoing model solution 
can be standardized by (a) omitting the net worth accounts and "capital" 
from the second major caption and failing to classify the liabilities; (b) 
omitting the heading "items" in the first money column; (c) omitting to 
deduct offsetting accounts in the "book values" column; (d) changing the 
heading of the third money column to "expected to realize" for the asset 
half of the statement and to "expected to rank" for the liability half ; and 
(e) omitting all reference to the deficiency account in the statement of 
affairs and substituting therefor a "T" account. 
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QUESTIONS 

statement of affairs and deficiency account 

Statement of Affairs 

1. Define: Statement of Affairs. (Pa., Nov., 1901*; N. Y., Jan., 1906; 
111., Dec, 1907; N. Y., Feb., 1910; La., May, 1913; Wis., April, 1914; 
Wis., May, 1916; Kan., May, 1916; N. D., July, 1916*; Cal., Nov., 1916*; 
111., Dec., 1916; W. Va., May, 1917*; Cal., June, 1917; Iowa, Dec., 1918*; 
Pa., Nov., 1919.) 

2. DistinguLsh between trial balance and Statement of Affairs. (N. Y., 
Dee., 1896; Cal., June, 1904; N. Y., Jan., 1906; 111., Dec, 1907; N. Y., 
Feb., 1910; Wash., May, 1911; 111., May, 1913; Mich., June, 1915; W. Va., 
May, 1917; Cal, June, 1917; N. D., Aug., 1917; S. C, Sept., 1919; Md., 
Oct., 1919.) 

3. Distinguish between a Balance Sheet and a Statement of Affairs. 
(N. Y., Dec, 1896; 111., May, 1904; Cal., June, 1904; N. Y., Jan., 1906; 
111., Dec, 1907; 111., May, 1908*; N. Y., Feb., 1910; 111., May, 1910; Wash., 
May, 1911; 111., May, 1913; Wis., April, 1914; 111., May, 1914; Mich., 
June, 1915; W. Va., May, 1917; Cal., June, 1917; N. D., Aug., 1917; S. C, 
Sept., 1919; Md., Oct., 1919.) 

4. Distinguish between Statement of Assets and Liabilities and State- 
ment of Affairs. (Cal., June, 1904; N. Y., Jan., 1906; N. Y., Feb., 1910; 
Wash., May, 1911; Wis., April, 1914; Cal., June, 1917.) 

5. When and why is a Statement of Affairs required? (N. D., July, 
1916.) 

6. In what connection is the Statement of Affairs used? (N. Y., Jan., 
1904*; 111., May, 1904*; Wis., April, 1915*; Cal., Nov., 1916*; Pa., Nov., 
1919.) 

7. What facts should be made clear in a Statement of Affairs? What 
conclusion is shown in the final balance? (N. Y., Jan., 1904.) 

8. What are the sources of the information upon which the Statements 
of Affairs ^re based? (Cal., Nov., 1916.) 

9. What are preferred claims and ^ive examples? (N. D., July, 
1916.) 

10. Are there any circumstances under which certain liabilities may 
take precedence over a first mortgage? (Iowa, Dec, 1918.) 

11. Define briefly the following terms and show how they should be 
treated in the preparation of a Statement of Affairs : Unsecured liabilities, 
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partially secured liabilities; secured liabilities, contingent liabilities; prefer- 
ential liabilities. (111., May, 1904.) 

12. Prepare exhibits of the Statement of Affairs, using your own 
figures. (Wis., April, 1915; Pa., Nov., 1919.) 

13. If 'John Brown, a wholesale stationer, after taking stock found it 
necessary to suspend business and requested you to prepare a statement 
of his affairs to be laid before his creditors, what would such a statement 
comprise? (N. D., Aug., 1917.) 

14. In preparing a Statement of Affairs, against what account or ac- 
counts should be offset the contingent liability on notes receivable dis- 
counted? (Wis., April, 1918.) 

16. You are instructed by the receiver of an importing and trading con- 
cern to examine the accounts and report to hiul upon (a) the financial 
position of the concern, and (h) the causes that have mainly contributed 
to the failure. 

In your answer prepare a statement of the assets and liabilities in such 
fonn as you think should be used for the infonnation of the receiver and 
the creditors and under (b) state the matters to which you would direct 
your attention, having in mind the nature of the business and how you 
would proceed with your investigation. 

(Pa., Nov., 1908.) 

DEFiciENCfY Account 

16. Describe: Deficiency account. (N. Y., Dec, 1896; Pa., Nov., 1901; 
Cal., June, 1904; N. J., 1904-1909; Cal., May, 1908*; N. Y., Jan., 1911*; 
Colo., Dec., 1913; 111., May, 1914*; Kan., May, 1916; Wis., Mav, 1916*; 
Ind., June, 1916*; A. I. of A., Nov., 1917*; Ind., Nov., 1918.*) 

17. Show wherein the following differ : (a) Revenue account, (b) Trad- 
ing account, (c) Profit and Loss account, (d) Deficiency account. (S. C, 
Sept., 1919.) 

18. What relation does the Deficiency account hold to the Statement 
of Affairs? (Cal., Nov., 1916.) 

19. Set up a Deficiency account, explaining the points involved. 
(Mich., June, 1914.) 

20. Give a pro forma example of a Deficiency account, omitting figures. 
(111., Maj^ 1914.) 

21. State the use of the Deficiency account. (N. J., 1904-1909; Cal., 
May, 1908.*) 
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PROBLEMS 



STATEMENT OF AFFAIRS AND DEFICIENCY ACCOUNT 



1. The books of the Home Manufacturing Company, on December 31, 
1914, disclose the following trial balance: 

HOME MANUFACTURING COMPANY 
Trial Balance, Dec. 31, 1914 



Debits 



Cash $42,840.75 

Accounts Receivable 200,676.93 

Notes Receivable 11,462.50 

Suspense Dividends paid in for- 
mer years 14,585.36 

GoodwiU 75,000.00 

Inventory Goods, etc 75,693.07 

Plant and Machinery 33,860.49 

Fixtures and Miscellaneous As- 
sets 9,197.26 

Trade Loss Current Year 39,004.50 

Expenses Previous Years 172,431.89 

Real Estate 2,565.25 



$677,318.00 



Credits 



Creditors $140,263.10 



Creditors Preferred 
Notes Payable .... 

Surplus 

Capital, common. . 
Capital, preferred . 



1,716.20 

146,707.55 

38,628.32 

200,002.83 

150,000.00 



$677,318.00 



You are asked to prepare therefrom a Statement of Affairs and a Defi- 
ciency Account. Your examination discloses the following facts: 

That the original capital stock is $150,000 preferred and $100,000 com- 
mon stock, which has been fully paid; that a subsequently authorized in- 
crease of $100,000 is unpaid, except $3,600, notwithstanding the fact that 
the Cash Book of the company shows that the company has received $100,- 
000 for this increased stock. Memoranda showing the items constituting 
the daily items of cash and the true cash balances are retained, and from 
these it appears that the actual cash in bank was $3,939.37 and currency 
$265.30. Cash items showing advances to employees and others appear 
therefrom to have been $2,657.44, and that there is due from unpaid sub- 
scriptions to the capital stock increase $96,402.83 from wholly insolvent 
subscribers. It further appears from these memoranda that the company 
has executed and delivered its notes for borrowed money in the sum of 
$42,955.96 and that these also do not appear on the books; also that the 
company has similarly borrowed $1,957.13, and that it has charged creditors 
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with $15,511.10, for which it has drawn its checks and has credited the 
bank therewith but has not delivered the checks. 

You further find that while the company has assigned $24,072.08 of its 
Accounts Receivable, fully worth their face value, to one of its creditors, 
and although this fact does not appear on the books, that in the amount 
so assigned the company estimates that it still has an equity in $2,661.81 
thereof. 

The company has been losing money for some years, and on December 
31, 1914, it charges Goodwill account with $75,000 and credits Surplus. 
On the same day it declares a dividend of $25,000 and on that day Dividend 
account, after having been credited with the $25,000, is charged therewith 
and the overdrawn accounts of the stockholders, amounting to $28,500 
and deemed good, are credited with the dividend; that of the Accounts 
Receivable, which include the accounts of stockholders, directors, officers 
and employees, $46,706, are barred by the Statute of Limitations and that 
$36,584.03 are more than doubtful assets. There has been a shrinkage in 
values, to wit: Stock in trade, $9,996.42; plant and machinery, $22,088.38; 
real estate, $1,830.25; fixtures and miscellaneous assets, $6,697.26; notes 
receivable, $9,823.40. 

The expenses of former years and dividends on preferred stock paid in 
former years and in Suspense account have not been charged out, and the 
company has further encountered a trading loss during the period of 
$39,004.50. (Kan., Dec, 1915; Mo., Dec, 1915.) 

2. A B, whose Balance Sheet appears below, having been unfortunate 
in business, goes into liquidation. Prepare Statement of Affairs and Defi- 
ciency account. 

BALANCE SHEET OF A B 



Real Estate $140,000.00 

Equipments 75,150.00 

Patents 54,700.00 

Investments 33,500.00 

Cash 4,348.64 

Notes Receivable 2,479.75 

Accounts Receivable .... 31,108.15 

Inventories 81,423.70 

Goodwill 40,000.00 

Trading Losses 47,378.00 

$510,088.24 



Capital $229,652.00 

Mortgages on Real Es- 
tate 75,000.00 

Accounts Payable 124,615.24 

Notes Payable 80,000.00 

Reserve for Depreciation 82 1 .00 



$510,088.24 



The real estate is valued at $90,000, the equipment at $30,000. The 
patents are considered worthless, with the exception of one thought to 
have a market value of $5,000. Bonds, with a par value of $27,500, were 
pledged to secure a collateral loan of $25,000. These have, however, 
shrunk in value so a^ to be worth at present prices only $22,000. In- 
cluded in investments are $5,000 other bonds which are clearly worthless; 
the other investments have a doubtful value of 50 per cent. The notes 
receivable are thought to be good. Of the accounts receivable, $10,000 
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are known to be good, $5,000 are known to be bad, and the remainder are 
expected to pay 80 per cent. The inventories are estimated as worth not 
more than half of their book value. Goodwill is purely fictitious. In- 
terest accrued on the mortgage is $800, on notes payable $523. Wages 
accrued are $1,200. 

Assuming the foregoing estimates of value are correct and the expenses 
of liquidation amount to $3,000, what percentage of their claims will the 
general creditors receive? (A. I. of A., June, 1917.) 

3. On June 30, Day & Jones, merchants, announce their inability to 
meet their obligations, and make an assignment for the benefit of creditors. 

From an examination of their books, supplemented by other information, 
their condition appears to be as follows: 

Liabilities 

Creditors, unsecured $31,250 

Creditors, partly secured 29,875 

Creditors, fully secured 21,250 

Taxes and Wajges of Employees (preferential) 875 

Assets 

Cash on Hand 6.875 

Chattels 17,500 

Bills Receivable 5.312 

Warehqjise Receipts and other Securities 35,000 

Sundry Debtors 3,250 

Losses 

Profit and Loss Account, sundry losses 16,875 

Trade Expenses, current period 9,250 

Personal 

Day, Capital, Account, Cr 12,500 

Day, Personal Drawings, Dr 11,250 

Jones, Capital Account, Cr !* 20,062 

Jones, Personal Drawings, Dr 10,500 

Accounts Receivable show 3,250 

Good Accounts $1,250 

Bad Accounts 1,250 

Doubtful Accounts 750 

$3,250 

The securities are in the hands of creditors pledged to secure payment 
of their accounts, viz. : 

In the hands of partly secured creditors $3,750 

In the hands of fully secured creditors 31,250 

The chattels are expected to realize 11,250 

Prepare a Statement of Affairs and a Deficiency Account. 

(Pa., Nov., 1918.) 

4. A receiver who has been appointed for the retail business of A. 
Adams, retains you to ascertain the approximate percentage Avhich unse- 
cured creditors will receive on their claims. From the following data you 
are asked to answer your client^s question and also to prepare the proper 
statement and the proper accompanying account as preliminary thereto: 
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Caflh on Hand 

Cash on Depo^^.t 

Accounts Receivable. . . 
Reserve for Bad Debts. 



Assets 



Notes Receivable, Trade 

Notes Receivable, Gem Co 

Bank Stock, 200 shares at 131}^ 

Stock, Gem Co 

Merchandise Inventory 

Land 

Buildings 

Less Reserve for Depreciation 



Machinery and Tools 

Less Reserve for Depreciation 



$28,500 
2,500 



Automobile Trucks 

Less Reserve for Depreciation 



OflSce Furniture and Furnishings, 
Less Reserve for Depreciation . 



Unexpired Insurance 

Accrued Interest on Trade Notes, Rec 

Total Assets 



$175,000 
35,000 



$187,500 
44,500 



$15,000 
12,500 



$4,000 
2,000 



LiabUUies 

Notes Payable. , . . 

Accounts Payable 

Taxes Accrued 

Wages Accrued 

Accrued Interest on Notes Payable. 
Mortgage on Land and Buildings . . 
Accrued Interest on Mortgage Loan 

Total Liabilities. 

A. Adams, Investment 

A. Adams, Drawing, Dr 



$500 
2,000 



26,000 
15,000 
60,000 
26,225 
45,000 
20,000 
25,000 



140,000 



143,000 



2,500 



2,000 
375 
225 



$507,825 



$200,000 

175,725 

1,500 

275 

12,000 

125,000 

6,250 

$520,750 
50,000 
62,925 



$12,925 



The following appraisals and estimates of values have been made: 

Land $30,000 

Buildings 135,000 

Machinery and Tools 85,000 

Auto Trucks 2,000 

Furniture and Furnishings 1,200 

Merchandise Inventory 12,000 

Accounts Receivable, Good 20,000 

Accounts Receivable, Bad 2,000 

Accounts Receivable, Doubtful 6,500 

But estimated to realize 3,000 
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The following additional facts should be taken into consideration: 

Trade notes receivable and accrued interest are secured by 150 shares of 
an industrial stock quoted at 156. 

Cash on hand includes an I. 0. U. of the proprietor for $75 and a salary 
advance ticket to the cashier of $10. 

The bank stock is quoted at 150 ; 175 shares of this stock is pledged to 
secure notes payable of $20,000, with accrued interest of $1,000. 

Accounts payable to the extent of $5,725 are secured by a chattel mort- 
gage on merchandise of $3,000. 

The financial statement of the Gem Company shows : 

Assets $150,000 

Liabilities 85,000 

Capital Stock outstanding 50.000 

Surplus 15,000 

The assets have been appraised at 135,000 

Trade notes receivable, not yet due, have been discounted at the bank 
to the amount of $5,000; and an examination of these discounted notes 
shows that one of $1,000 will be dishonored. 

(Wis., May, 1919.) 

5. The Randolph and Madison Novelty Company manufactured the 
"Shriek" automobile horn and as a sideline also manufactured the "Handy" 
trouble lamp. It was a very profitable business until a new horn was put 
on the market which was received with such favor by the public that it 
was no longer possible to sell the "Shriek." The company was very soon 
in diflSculties and a receiver was applied for on October 31, 1916, at which 
time the books showed as follows : 



Land and Building at cost 

Machinery and Equipment at depreciated value. . . 

Inventory of Raw Material and Supplies 

Inventory of Finished Stock 

Accounts and Notes Receivable: 

Good 

Doubtful 

Bad 

Deferred Charges, Advertising Campaign 

Unexpired Insurance 

Bank Loans 

Other Notes Payable 

Mortgage Loan on Real Estate 

Accounts Payable, secured 

Accounts Payable, unsecured 

Accrued Payroll 

Accrued Interest on Mortgage Loan 

Accrued Interest on Other Notes Payable 

Surplus 

Capital Stock 



$35,000 
25,000 
30,000 
60,000 

15,000 

15,000 

7,000 

30,000 

350 



$217,850 



$30,000 

40,000 

20,000 

10,000 

50,000 

1,700 

1,800 

350 

13,500 

50,000 



$217,350 
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The land and building have appreciated and now have a market value 
of $40,000, but the machinery and equipment would have very little vahie 
to any other concern, and it is estimated that it cannot be sold for more 
than scrap vahie of $5,000. The inventory of raw material and supplies 
has increased because of a rise in the market and it is expected to briiii;- 
$35,000, but the finished stock can be sold only at bargain prices and will 
probably bring not more than $10,000. It is estimated that $2,500 will be 
realized on the doubtful accounts and nothing on the accounts classified as 
bad. If canceled at the short rate the insurance policies will bring $300. 

An offer has been received to purchase the exclusive rights to the trade 
name "Handy" trouble lamp for a consideration of $3,000. 

The bank loan is secured by the deposit of warehouse receipts covering 
all the raw material and supplies, and the Secured Accounts Payable 
creditors have received assignments of Accounts Receivable of an equal face 
value and will be fully satisfied from the collections thereon. 

Prepare a Statement of Affairs and a Deficiency Account for submis- 
sion to the creditors and stockholders. 

(111., Dec., 1916.) 

6. The Republican Asphalt Contracting Company is forced into liqui- 
dation, and the receiver, when taking possession, finds the books of account 
to show: 

Liabilities 

Bills Payable $18,000 

Creditor's Open Accounts 75,500 

Mortgage on Real Estate and Improvements 17,500 

Mortgage on Contracting Equipment 7,000 

Capital Stock Subscribed $100,000 

Less not paid up 2,500 97,500 $215,500 

Assets 

Cash in Bank and Office $700 

Bills Receivable 4,300 

Debtor's Accounts 8,200 

Bonds and Warrants 23,000 

Real Estate and Improvements 35,000 

Manufacturing Plant 24,000 

Contracting Equipment 14,000 

Uncomplete Contracts (Cost) 41,000 

Inventory of Materials and Supplies 3,500 

$153,700 

The bondsmen on the unfinished contract estimate that an expenditure 
of $25,000 will complete the uncompleted contract and realize the contract 
price of $60,000, and their offer of $2,750 for the inventory of material 
and supplies as part of said expenditure, is accepted by the receiver. The 
company owes for i)eisonal taxes and adjustment of employer's liability 
premiums $175 and $100, respectively, and unpaid labor accounts amount- 
ing to $1,700, which amounts do not show on the books of account. 

The bills receivable amounting to $4,300 are pledged as collateral for 
$3,500 due creditors, and $20,000 of the bonds and warrants have been 
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given as security for $33,000 due creditors; $1,000 of the bills receivable is 
subsequently dishonored. 

The receiver finds that $1,100 of the debtor's accounts is collectible. 
The sale of real estate and improvements (book value $35,000) realizes 
$32,500; manufacturing plant 40 per cent of the book value; contracting 
equipment 35 per cent of book value. 

Prepare a Statement of Affairs and Deficiency Account. 

(Wash., Aug., 1908.) 



CHAPTER X 



REALIZATION AND LIQUIDATION ACCOUNT 



Underlying Theory — There are three theories upon which the realization 
and liquidation account has been developed, viz., that it is (a) a summary 
ledger account, (b) the trustee's report to the court, or (c) merely a con- 
densed summary of the trustee's activities.* The first theory seems his- 
torically correct, while the second and third theories seem to be outgrowths 
of a desire to make practical use of an account valued for its theoretical 
aspects. 

The fundamental theory of the realization and liquidation account seems 
to require the use of three accounts, namely, the trustee's summary cash 
account, the trustee's equity account, and the realization and liquidation 
account." However, as one account for assets and liabilities, together with 
the losses and gains thereon, is insufficient, the realization and liquidation 
account has been divided into the following sub-accounts : 

Realization and Liquidation Account 



Assets to be Realized 

Assets Acquired 

•Liabilities Liquidated. ..... 

^£ypplementary Charges. , . . 
Liabilities not Liquidated . . 

Gain on Trading 

Gain on Realization.' 


xxxxxxx 
xxxxxxx 
xxxxxxx 
xxxxxxx 
xxxxxxx 
xxxxxxx 
xxxxxxx 


Liabilities to be Liquidated. 

Liabilities Assumed 

^Assets Realized 


x\xxxxx 
xxxxxxx 
xxxxxxx 


Supplementary Credits 

"Sssets not Realized. : 

Loss on Trading 

Loss on Realization 

Liabilities to be Liquidated 
(Balance brought down) 


xxxxxxx 
xxxxxxx 
xxxxxxx 
xxxxxxx 




xxxxxxx 


xxxxxxx 


Assets to be Realized 

(Balance brought down) 


xxxxxxx 


xxxxxxx 



The use of the sub-accounts "assets to be realized" and "liabilities to be 
liquidated" is generally accepted, but some accountants list cash as an 
asset to be realized upon/ while others do not.* As the listing of cash as 
an asset to be realized upon is at variance with the theoretical basis of the 
three accounts, viz., trustee's equity account, trustee's summary cash 
account, and realization and liquidation account, it should not be done. 

The sub-accounts "assets acquired" and "liabilities assuijaed" are not in 
common usage. Even the accountants that use them disagree as to their 
contents, some* including only newly discovered assets and liabilities and 
excluding those arising from operating transactions, others* including even 



*For explanation of superior figures see page 307. 
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expenses, like productive labor, arising from operating transactions, and 
still others' including all assets and liabilities but excluding the expenses 
arising from operating transactions. The last seems the correct method. 
The accountants, who do riot use these sub-accounts, usually place the 
purchases during the tinisteeship directly among the supplementary 
charges.' 

The sulf-accounts "liabilities liquidated" and "assets realized" are in 
practically universal usage, as are the "liabilities not liquidated" and 
"assets not realized." Exceptions are occasionally seen, however, for one 
author* includes the net worth accounts among the liabilities, while an- 
other** lists the "loss on realization" as among the "assets not realized." 
When the "assets acquired" and "liabilities assumed" sub-accounts are 
used, the "supplementary charges" and "supplementary credits" sub- 
accounts contain only expenses accounts excluding purchases aijd income 
accounts, respectively. Among accountants, who do not use the "assets 
acquired" and "liabilities assumed" sub-accounts, there are two opinions 
as to the "supplementary charges," one," listing both the realization ex- 
penses and operating outlays therein, the other" omitting the operating 
outlays entirely from the realization and liquidation account, including 
them instead in a special trading account. The former method seems 
preferable as it is in harmony with the account idea. This same difference 
of opinion naturally exists as to the "supplementary credits," but there 
are some additional variations for the collection of accounts receivable 
previously written off as bad," accounts receivable" or finished goods," 
when the final balances exceed the initial balances plus amounts realized, 
and net loss on realization" are sometimes included among the "supple- 
mentary credits." The use of the sub-account "assets acquired" avoids 
this confusion. 

Some accountants analyze the net result of the receiver's operations into 
the trading and realization elements," while others do not." It would 
seem that clearness demands the separation. 

Illustrative Problem — John Jones, although solvent, was forced to call 
a meeting of his creditors, as he was unable to pay his debts. The fol- 
lowing balance sheet shows the status of his affairs: 



Cash $600.00 

Notes Receivable 5,000. 00 

Accounts Receivable 12,500.00 

Merchandise. 20,000.00 

Store Fixtures . $1,750.00 

Depreciation 

Reserve... 260.00 1,600.00 

$39,500.00 



Accounts Payable $19,600.00 

John Jones, Capital 20,000.00 



$39,500.00 



Realizing that they would lose heavily if they forced a liquidation, the 
creditors appointed a receiver to safeguard their interests. The creditors 
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agreed to accept a sight draft and allow further credit. The receiver's 
transactions were: credit purchases $45,000, credit sales $78,000. Cash 

receipts: sight draft on creditors $5,000, notes receivable $4,500, old 
accounts receivable $9,000, new accounts receivable $64,000, cash sales 
$5,000. Cash payments : operating expenses $4,500, old accounts payable 
$18,000, new accounts payable $40,000, Liberty Bonds $500, receiver's 

For taking over the business: 

Trustee's Cash Account I 500.00 

ABsets to be Realized 39,000.00 

Liabilities to be Liquidated $19,500.00 

Trustee's Equity Account 20,000.00 

For credit 'purchases: 

Assets Acquired .$45,000.00 

Liabilities Assumed $45,000.00 

For credit sales: 

Assets Acquired $78,000.00 

Supplementary Credits $78,000.00 

For cash receipts: 

Trustee's Summary Cash Account $87,500.00 

Liabilities Assumed $5 , 000. 00 

Assets Realized 77,500.00 

Supplementary Credits 5 , 000. 00 

For cash payments: 

Supplementary Char>?es $6 , 500. 00 

Liabilities Liquidated 58,000. 00 

Assets Acquired 2, 500. 00 

Trustee's Summary Cash Account $67,000. 00 

For itemized realization losses and liquidation 
gains: 
(No entry) 

For itemized tridinj losses and gains: 
(No entry) 

For accrued liabilities: 

Supplementary Charges $ 750. 00 

Liabilities Assumed $750. 00 

For net trading profits: 

Gain on Trading $25,750.00 

Trustee's Equity Account $25, 750. 00 

For net realization losses: 

Trustee's Equity Account $3,500.00 

Loss on Realization $3 , 500 . 00 

For return of business: 

Trustee's Equity Account $42,250.00 

Liabilities Not Liquidated 10,750.00 

Assets Not Realized $32,000.00 

Trustee's Summary Cash Account 21 ,000. 00 
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expenses $1,500, receiver's fees $500, cash purchases $2,000. Wrote off 
as worthless: notes receivable $500, and old accounts receivable $2,500. 
Old accounts payable allowed $1,500 cash discount. Turned back the 
business to owner, the merchandise inventory being $15,000 and accrued 
unpaid taxes $750. 

Summary Journal Entries — ^As the handling of the asset valuation re- 
serves in a realization and liquidation account is awkward, the assets 
should be shown at their net values,^* although it is not necessary to do so.** 

When the foregoing entries are posted, the following accounts would 
appear, which will also be the summary journal entries: 

Trustee's Equity Account 



Realization Loss 
Final Balance. . . 



$3,500.00 
42,250.00 

$45,750.00 



Initial Balance. 
Trading Profit . 



$20,000.00 
25,750.00 

$45,750.00 



Trustee's Summary Cash Account 



Initial Balance 
Receipts 



$500.00 
87,500.00 

$88,000.00 



Outlays 

Final Balance 



$67,000.00 
21,000.00 

$88,000.00 



Realization and Liquidation Account 



Assets to be Realized .... 
Assets Acquired 


$39,000.00 

125,500.00 

58,000.00 

7,250.00 

10,750.00 

25,750.00 

$266,250.00 


Liabilities to be Liquidated $19,500.00 
Liabilities Assumed 50,750.00 


Liabilities Liquidated. . . . 


Assets Realized 77,500.00 


Supplementary Charges. . 
Liabilities Not Liquidated 
Gain on Trading 


Supplementary Credits . . . 83,000.00 

Assets Not Realized 32,000.00 

Loss on Realization 3,500.00 

$266,250.00 









Working SJi^et — As it is customary to show the details contained in 
each sub-account of the realization and liquidation account, the working 
sheet" on pages 180 and 181 are recommended on account of the speed 
it will give the candidate in the solving of this type of problem. 
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182 C. P. A. ACCOUNTING 

In uaing the working sheet, first insert the items of the balance sheet at 
commencement of the receivership in the "initial balance sheet" columns, 
and place the net worth in the "receiver's equity account" columns. 
Second, record all credit transactions. Third, record all cash transactions. 
Fourth, enter the nominal accounts into either the "realization" or "trad- 
ing" columns (i*eceiver's expenses and fees are usually taken as realiza- 
tion expenses).^' Fifth, record the returned assets, including the final 
cash balance and final inventory (watch the credit transactions). Sixth, 
close the balances of the "realization," "trading," and "returned" columns 
into the "receiver's equity account" columns. If the "receiver's equity 
account" columns will not balance, see that every item on each line of the 
working sheet appears on that line twice and only twice (the rule for 
equal debits and credits on each line will not hold). 

After the working sheet has been balanced, the formal realization and 
liquidation account should ))e prepared. The ^'assets to })e realized" and 
'^liabilities to be liquidated" should be taken from the "initial balance sheet" 
columns of the working sheet, the cash account being omitted. The "assets 
acquired" and "liabilities assumed" should be compiled from the new 
accounts caused by the receiver's transactions. The "liabilities liquidated" 
and "assets realized" should be taken from the "receiver's cash" columns. 
The "supplementary charges" and "supplementary credits" should be 
compiled from the "receiver's cash" columns and from the new assets 
and liabilities arising from the receiver's operations. The "liabilities not 
liquidated" and the "assets not realized" should be taken from the "re- 
turned" columns, omitting the cash account. The "gain on trading" 
or the "loss on trading" should be the balance of the "trading" columns. 
The "gain on realization" or the "loss on realization" should be the 
balance of the "realization" columns. 

Solution — The solution to the foregoing problem prepared in proper 
form would be the account show^n on page 183. The close similarity of 
the detailed account with the summary account given on page 179 is note- 
worthy. The opposing sub-accounts should be so grouped in the detailed 
account that they come as nearly opposite to each other as is possible 
without increasing the size of the account for that purpose. 
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184 C. P. A. ACCOUNTING 



QUESTIONS 

realization and liquidation account 

General 

1. What is a Realization and Liquidation account t (N. D., July, 
1916.) 

2. Describe: Realization and Liquidation account. (Pa., Nov., 1901; 
Cal., Nov., 1916; Pa., Nov., 1919.*) 

3. What is the purpose of* a Realization account or statement t (Va., 
Oct., 1911.) 

4. Describe the following: and show wherein they differ: (a) Trial 
Balance; (6) Balance Sheet; (c) Statement of Affairs; (d) Realization 
and Liquidation account. (N. Y., Dec., 1896; S. C, Sept., 1919.) 

5. What are the sources of the information upon which the Realization 
and Liquidation accounts are produced? (Cal., Nov., 1916.) 

6.* Prepare exhibits of the Realization and Liquidation account, show- 
ing your own figures. (Pa., Nov., 1919.) 

7. In what connection is the Realization and Liquidation account used? 
(Va., Oct., 1911*; Cal., Nov., 1916*; Pa., Nov., 1919.) 

8. Name and. define six financial statements and six supporting sched- 
ules. (Md., Dec., 1917.) 

9. When preparing a statement of Realization and Liquidation in the 
case of a company dissolving itself, how would you treat reserves for 
depreciation? State three methods of treating the matter and give reasons 
for your preference. (N. Y., June, 1912; N. Y., June, 1918.) 

10. (a) What statements are drawn up to present the affairs of an in- 
solvent business? Give a form of such statement without figures, (b) 
What statement is drawn up at the end of a receivership, to show the 
result of the same? Give a form of such statement, with figures. (Mo., 
Dec., 1913.) 

11. What account or statement is drawn up at the end of a receiver- 
ship to show the receiver's operation? Give the form of such account or 
statement, without figures. (Wis., April, 1915.) 
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PROBLEMS 

REALIZATION AND LK^UIDATION ACCOUNT 

1. James W. Kennedy has suffered from a destructive fire, and havinor 
carried inadequate insurance and having been embarrassed financially prior 
to the fire, you are called upon to make a Statement of his Affairs for his 
creditors. 

You find that his books show the following: 

Cash and Bank $3,200 

Accounts Receivable 21,550 

Notes Receivable 2,000 

Real Estate 5,000 

Buildings 3,000 

J. W. Kennedy (Drawing Account) 10,000 

Machinery and Equipment 0,000 

Profit and Loss (Losses) 8,900 

Operating Expenses, not closed to Profit ai^i Loss 10,600 

Real Estate Mortgage 3,000 

Accounts Payable 35,000 

Accrued Wages 900 

Notes Payable 14,350 

J. W. Kennedy, Investment Account 17,350 

Not on the books you will find the following: unpaid taxes, $450; of 
the accounts receivable, $4,050 are collectible and $14,000 are pledged 
as security for notes payable. The notes receivable consist of two notes 
for $1,000 each, the maker of one being insolvent; accrued interest on 
the other note to date is $40. Loss to building from fire is $2,000 with 
$500 insurance. Loss to machinery and equipment is $4,000, with $1,500 
insurance. 

From the above prepare: (a) Balance Sheet; (h) Statement of AHfairs; 
(c) Realization and Liquidation Statement. 

(Iowa, Dec., 19 IS.) 

2. The firm of Brown & Coleman became financially embarrassed, 
and a trustee was appointed Januai-y 1, 1915, to take charge of the affairs 
for the creditors. 

On this date, January 1, 1915, the financial condition was shown by 
their Balance Sheet. 

To realize advantageously, on all assets, the trustee bought merchandise 
to the amount of $15,000, ami collected during the year $32,025 cash on 
sales. 
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Balance Sheet 



Assets 

Cash on hand and in bank $1,509 . 75 

Notes Receivable 27,000.00 

Accounts Receivable .... 7,500 .00 

Merchandise 6,330 .27 

Plant 24,000.00 

Real Estate 15,000.00 

Total Assets $81,340.02 



LicMities 

Accounts Payable $15,500 .00 

Notes Payable 9,000.00 

Notes Receivable(discount- 

ed) 15,000.00 

Mortgage on Real Estate . . 12,000 .00 

Mortgage on Plant 19,000 .00 

Taxes 472.50 

Brown's Capital 5,183 .76 

Coleman's Capital 5,183 .76 

Total Liabilities $81,340.02 



Accounts receivable realized, $5,925. Of notes receivable appearing on 
the Balance Sheet as $27,000, there was on hand but $12,000, the balance 
of $15,000 having been discounted with the bank and represented on the 
liability side of the Balance Sheet as "Notes Receivable, Discounted." 

The $12,000, notes on hand, was realized in full. Of the $15,000 dis- 
counted at bank, but 70 per cent was realized. The balance was lost. 

Notes payable, interest on mortgage (5l^ per cent) and the taxes were 
paid in course of settlement, also one half of accounts payable was 
discharged. 

Expenses incident to the trusteeship were as follows: salaries, $1,500; 
office expenses, $1,200; attorney's fees, $1,800; and the trustee's com- 
mission, $3,000. 

During the year the owners' withdrawals for private use were $1,500 
each. There remains on hand January 1, 1916, merchandise to the value 
of $8,400. 

You are directed to prepare a Realization and Liquidation Statement 
(only) as at January 1, 1916. 

(Ind., May, 1917.) 

3. The affairs of the Crescent Manufacturing Company were in a 
very critical condition, although they had unimpaired investments of 
$62,500, and their books showed an increase of $6,022. They owed trade 
creditors $25,289 and had only $265 in cash and $4,062 in receivable book 
accounts on which to rely for funds. 

The rest of their business estate was tied up in the following chattels 
which had been acquired in an effort to keep pace with a business growth 
that had outrun their capital: Machinery and tools, $31,497; raw mate- 
rials, $18,838; partly made goods, $31,562; and finished wares, $7,587. 

It was necessary in order to continue operations to have immediate cash 
for payrolls and incidental expenses. 

A meeting of their principal creditors was called and they decided to 
advance them $6,000 in cash for immediate needs and extend their credit 
in a sufficient amount to permit of the purchase of necessary materials, 
and to continue operations till the present stock could be completed and 
realized on. It was also agreed that a trustee be appointed to administer 
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the affairs till such time as all creditors' claims were satisfied, at which 
time the control would revert to the former owners. 

The subsequent operations under the trustee were as follows : Cash paid 
for labor, $15,725; for expenses, $5,430; for additional tools, $750; pur- 
chases on book account, charged to materials, $6,300 ; to expenses, $15,000 ; 
sales on book account, $72,300; loss on collection of book accounts, $380; 
drawing of former managers, $3,500. 

The unliquidated values at the close of the trusteeship were as follows: 
Inventory of raw materials, $5,000; finished wares, $27,000; accounts 
receivable outstanding, $3,382, and accounts payable, $89. 

Prepare with due regard to grouping, order, and arrangement of the 
items as best calculated to display the facts: (a) Realization and Liquida- 
tion account; (b) Trustee's Cash account; (c) Balance Sheet of business 
as restored to former owners. 

(Ind., Nov., 1918.) 

4. "A," "B" and "C," manufacturers, unable to meet their obligations, 
suspend payments January 1, 1916, and appoint a trustee to realize and 
liquidate for the benefit of their creditors. The books showed the following 
assets and liabilities: 



Real Estate $125,000 

Machinery and Tools 75,000 

Furniture and Fixtures. . . 10,000 

Materials and Supplies . . . 95,000 

Accounts Receivable 115,000 

Notes Receivable 15,000 

Cash 450 



$435,450 



Liabilities 

Mortgage on Real Estate... $100,000 

Notes Payable 135,000 

Accounts Payable 105,000 

Interest Accrued on Mortgage 1 ,250 

Taxes Accrued (estimated) . . 835 

Capital 93,365 



$435,450 



The trustee's cash receipts and payments during the year 1916 were as 
follows : 



Receipts 

Notes Receivable (Janu- 
ary, 1, 1916) $15,000 

Accounts Receivable (Jan- 
uary, 1, 1916) 106,500 

Cash Sales 5,435 

Notes Receivable (Con- 
tracted during 1916) . . . 13,500 

Accounts Receivable (Con- 
tracted during 1916) . . . 212,000 



Total Receipts $352,435 



Payments 

Notes Payable $25,000 

Accounts Payable 35,000 

Interest on Mortgage, 1 yr. 

at 5 per cent 5,000 

Taxes for the year 1915 865 

Purchase of material and 

Supplies 98,000 

Labor 135.000 

General Expenses 45,000 

Interest on Notes Payable to 

September 30, 1916, at 

5 per cent 2,800 

Total Payments $346,665 
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Other transactions were as follows; 



Sales on Credit 

Bad Debts written off accounts: 

Prior to January 1, 1916 

Subsequent to January 1, 1916 

Discounts and Allowances to Customers' Accounts: 

Prior to Januaiy 1, 1916 

Subsequent to January 1, 1916 

Notes Received from customers 

Notes Given to Creditors ($110,000 being renewals) 
Inventory of Materials December 31, 1916 




$33.5,000 
10,000 



800 

20.000 

180,000 

92,000 



At the end of the year the business was returned to the owners. 
Prepare Realization and Liquidation account, and Balance Sheet. 

(Mass., Oct., 1917.) 

5. James Stetson is appointed trustee of the manufacturing business 
of John Brightlawn, for the purpose of rehabilitation. On taking charge 
he finds that the available assets are: Cash in bank, $356; accounts re- 
ceivable (a) good, $3,712; (6) probably uncollectible, $350. The work- 
ing and trading assets consist of: Raw materials, $17,258; sundry manu- 
facturing supplies, $700; finished goods, $8,000; goods in process, $30,- 
945.70. Other assets comprise: Machinery and machine tools, $41,000; 
shop and hand tools, $1,300; deferred debits to manufacturing, $530. The 
liabilities are: Creditors' accounts, $39,700; wages accrued, productive, 
tf^SOO, unskilled, $230. 

The transactions under the trusteeship ar ; as follows: Loaned by credi- 
tors for immediate needs, $7,000. Purchased on book accounts: Raw 
materials, $8,300; sundry manufacturing supplies, $9,500. Factory ex- 
pense: Paid in cash, $1,300; incurred as a liability to creditors and sub- 
sequently liquidated, $2,100. The doubtful Accounts Receivable proved 
worthless. Cash paid for: Productive labor, $16,000; unskilled labor, 
$2,500; general expense, $8,000; additional shop tools, $609; freight in- 
ward, on raw materials manufactured and sold, $60. Interest allowed 
to creditors on their accounts amounted to $143.10. The trustee advanced 
$4,300 to John Brightlawn on account of expected profits; the sale of 
finished wares amounted to $91,000. 

At the close of the trusteeship, the trustee's books show the working 
and trading assets to be: Finished goods, $11,000; goods in process, 
$10,450 ; raw materials, $1,945.70 ; manufacturing supplies, $395.25. There 
is besides an amount of $750.10 representing factory expenses unapplied. 
The creditors' accounts show a balance of $1,650.30, while the uncollected 
accounts receivable amount to $2^975.36. The shop and hand tools amount 
♦o M,609. 
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Prepare an account which, while respecting the fiduciary character of 
the relations of the trustee and the proprietor of the business, will reflect 
logically and clearly the result of J. Stetson's administration. 

(N. Y., Jan., 1913.) 

6. The following is the trial balance of the Raw Deal Company, June 
1, 1911, on which day the directors of the company resolve that the 
secretary of the company be authorized to call a meeting of the stock- 
holders to vote on the immediate dissolution of the company: 



Land $15,000 

Building and Realty Fixtures . 40,000 
Machinery and Machine Tools 35,000 
Shop and Hand Tools(in store) 5,000 
Furniture and Personalty Fix- 
tures 9,700 

Raw Materials and freight 

thereon 10,350 

Accounts Receivable 23,400 

Cash in bank and offices 11,320 



$149,770 



*Bond secured by mortgage 
6 per cent $26,000 

Interest accrued on bond se- 
cured by mortgage 312 

Accounts Payable 21,700 

Reserve for Depreciation of 
Bunding.. 5,300 

Reserve for Depreciation of 
Machinery 8,000 

Reserve for Depreciation of 

Furniture and Fixtures. . . . 5,100 

Surplus 23,358 

Capital Stock, authorized, is- 
sued and outstanding 60,000 



$149,770 



^Buildings and realty fixtures pledged thereunder. 



The stockholders' meeting was held on July 1, 1911, and the dissolution 
took place. The company sold the building and its equipment to the 
mortgagee for $34,000 as of August 15, 1911. On September 1, 1911, 
the Cash Book showed : 

Debits: Building and realty fixtures, $7,363; machinery, $25,340; shop 
and hand tools, $2,100 ; furniture and fixtures, $3,700 ; accounts receivable, 
$23,130; raw materials, $7,950. 

Credits: Accounts payable, $21,700; expenses, $1,530.20. 

Prepare (a) the Journal entries affecting the dissolution of the com- 
pany; (&) a Statement of Realization and Liquidation that will show the 
per cent received by the stockholders on their holdings. 

(N. Y., June, 1912.) 



CHAPTER XI 

EXECUTORS, ADMINISTRATORS, AND TRUSTEES 

Duties — An executor is appointed by the will of a decedent/ subject 
to the approval of the Probate Court' (called also Surrogate's and 
Orphans' Court)* having jurisdiction in the place of last domicile of 
decedent,* to see that the deceased is properly buried," to have the will 
probated,* to take out letters testamentary,' to inventory, appraise, and 
collect the outstanding assets,* to file the inventory,* will, and all im- 
portant papers with the Court," to carry out the provisions of the will 
so far as they are not inconsistent with the law," to liquidate the charges 
against the estate," to distribute the estate," and to keep such accounts 
as will show how the estate has been administered." 

An administrator is appointed by the Probate Court in cases of persons 
dying without leaving wills (intestate)," or if an executor is not men- 
tioned in the will," or if the executor mentioned has died or fails to 
qualify." With the exception of administrator with the will annexed (an 
administrator operating under a will)" the local law of descent governs 
in the settling of the affairs of the estate and the distribution of the 
remaining assets among the proper distributees by administrators." 

A trustee is a person named in a will "holding the legal title to prop- 
erty, under an express or implied agreement to apply it, and the income 
arising from it, to the use and for the benefit of another person, called the 
cestui que trust/' or beneficiary.^ In addition to the duties named for 
executor and administrator, the trustee must keep all funds safely in- 
vested and reinvested, but only in such securities as the Court approves," 
and must not dispose of any of the securities or other properties except 
by authority of the Court or the terms of the will.*^ An Equity Court 
has jurisdiction in case of a trust under a will.*' However, Probate 
Courts are sometimes given equity jurisdiction.'* 

Legal Status — The laws governing the administration of estates differ 
in the various states, and it is therefore necessary for a fiduciary to make 
careful study of the local law, so that in the performance of his duties, he 
may protect all interested parties, including himself. 

In nearly all states the suppressing, secreting, or destroying of a dead 
person's will by the executor or any other person, makes him criminally 
liable.*' The making of any payment not authorized by law or the Court 
may render the fiduciary personally liable for the amount so paid.''* 
Letters of administration legalize payments made, even before the letters 
are granted." Failure to advertise, or otherwise comply with the law 
with respect to the discovery and payment of debts of a decedent, may 
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render the fiduciary personally liable, if the estate is distributed before 
the debts are paid.** 

After fiduciaries have qualified by taking out bonds, usually double the 
amount of the estate* (in some states the bond is paid by the estate and 
in others by thq trustee),** and filing petitions for authority to act,'* 
notice is usually given in the local newspapers of the probate of the will 
and of the estate, so that the parties interested may appear on the fixed 
date, learn the facts and agree to them or show cause why the will should 
not be allowed and the petition granted." 

In New York the rate of commission to executors is usually 5 per cent 
on the first $1,000, 2% per cent on a sum not exceeding $10,000, and 1 
per cent on the remainder, if any, with the proviso that if the estate ex- 
ceeds $100,000 each executor is entitled to full commission, except that 
when there are more than three executors the commission due to three is 
prorated among all the executors according to the value of their services.*' 
In some states the rate of commission is decided by statute, and in others 
by the court." In New York, an executor receives extra compensation, 
if he acts as his own lawyer." 

AcQounting Records — Special books are not usually required for a 
fiduciary's accounts,'* because the method of accounting is not controlled 
or prescribed by rules so rigid as not to allow deviation therefrom," but, 
inasmuch as the records must conform with certain regulations of the 
Court,'* it is advisable to use a cash book, journal, and ledger,'" the 
journal being used not only for entries that cannot be recorded in the 
cash book, but for memoranda of important facts that occur during the 
administration.*® 

Life Estates and Remaindermen — A life tenant is the holder of a life 
estate, receiving income from the corpus held in trust.** A remainderman 
is the holder of a future interest (corpus) after the life tenant's interest 
shall have been terminated by death or lapse of a set time.** 

Principal and Income — The essential elements of a fiduciary's accounts 
are corpus, or principal, and income.*' Corpus, with a few exceptions, is 
the assets of which a decedent dies possessed.** Income, with a few ex- 
ceptions, is all increase in the estate after the date of death of decedent.** 
Interest** and rent accrued,*' and unpaid declared dividends at or before 
death of decedent** are the principal exceptions, but profits on sale of 
investments** are also corpus. Dividends declared after the testator's 
death, even though earned prior to that date, are income."* Any assets 
discovered after the filing of the inventory, and any increases or decreases 
in the value of the assets on hand at death of decedent affect the corpus 
of the estate." Premiums and discounts on bond investments affect prin- 
cipal," but are amortized out of income in a few states. Proceeds from 
the sale of stock rights on stock forming a part of the estate belong to the 
principal." If there is no will, corpus and income merge, at the time the 
estate is distributed." 

Assets — It is the usual practice for the court to appoint appraisers^" 
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though the executor himself may employ them, who, with the executor, 
prepare an inventory (here meaning only the assets — ^personal property — 
of decedent)"* and file it with the court." Some states require the filing 
of the inventory; some permit it; and others say nothing about it, but 
should a dispute arise, the safest way (for the executor, at least) is to 
have filed the inventory." This inventory should include all property left 
by decedent, not omitting to list and identify the exemptions, even 
though they may not constitute estate assets.** 

Certain property of the deceased is not regarded as estate assets. For 
instance, in New York the dependents are entitled to support and main- 
tenance "out of the funds of the estate" for forty days after death of 
deceased;'" the amount of life insurance inuring to the benefit of widow 
or children does not constitute an estate asset provided the annual 
premium did not exceed $500;'^ and certain classes of personalty are 
exempted to an amount of $500, but these exemptions are specific and 
there can be no interchange of assets in order to make up the total allowed 
under any one class.** 

Rights enforceable by action at law, which by statute survive the death 
of the decedent, pass unimpaired to the executor.'* 

Equitable conversion or a change from realty to personalty, or vice 
versa, not actually taking place, but presumed to exist in order to 
equitably distril^ute the estate, frequently has an important effect on estate 
assets.** 

Although the value given to the assets by the appraisers is ordinarily 
final, the appraisal is subject to the approval of the court, and errors 
may be allowed for in the executor's accounts." However, the executor, 
though charged with no duty and assuming no responsibility, should be 
able to criticize if the appraisal seems too low, and should apply to the 
court to have an excessive valuation lessened.** 

While the appraisers, for state inheritance tax purposes, fix the value 
of the real estate owned by the decedent, yet the executor is not required 
to account for it in his inventory, inasmuch as real estate, under the law 
of most states, passes direct to the heirs-at-law without the intervention 
of the executor." Where, however, the executor is required to dispose of 
real estate for the purpose of paying the legacies, as provided in the 
will, or make other disposition thereof, he must then account for the real 
estate in the same manner as though it were personal property.** 

Where the assets have no appraised value, the executor does not charge 
himself until the assets are sold, and then with the cash value.*^* Assets 
of no value must be included in the inventory and kept, unless other 
disposal is ordered by the court, as they may have value later.^* Assets, 
such as stocks and securities of uncertain value, are reported on their 
merits, all facts being stated." If assets in the hands of others are re- 
fused delivery, the executor must institute "discovery proceedings," that 
is, petition the court to be allowed to take possession of them and include 
them in the inventory.'^ Discovery proceedings do not enforce the collec- 
tion of debts, but are a method of getting hold of property of a decedent 
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in a third person's hands." Even if a person is believed to have only 
information concerning estate assets in the hands of any party) and not 
actual possession, he may be compelled to give this infonnation to the 
executor.'* Unless the executor has reasonable grounds for believing the 
assets worthless, he will be held personally liable if he fails to reduce all 
estate assets to his possession.'^ 

The value of an interest in a partnership is so difficult to ascertain 
that the executor is allowed to inventory the asset as one with an unascer- 
tained value.'* One asset, an estate for years, left by the decedent, in 
property of which he was a tenant and which he had sublet at a profit, 
can usually be valued by a mathematical process (see caption **leases" 
on page 95) upon which the executor may reasonably insist if the ap- 
praisers are inclined to make a rough guess as to its value." 

All depositary banks must stop payments on checks and must return 
checks received through other banks and the payee can file his claim 
against the estate.'^ A joint depositor can not withdraw any cash until 
properly authorized.'* Cash should be deposited, not in the name of the 
fidueiary, but of the estate, if the fiduciary wishes to avoid liability of 
loss." 

lAahilities — ^No reference is usually made in the inventory to liabilities, 
even though the books of the decedent show some (unless the law requires 
a statement of them),*^ and they are not deducted."* The law usually 
requires that the fiduciary advertise in periodicals of general circulation, 
notifying persons with claims against the estate to present them within 
a certain period fixed by law," otherwise be barred from presenting 
them.*** It is a safeguard against liability to the executor to adver- 
tise, as, if he eannot pay a claim presented by a creditor within 
the limited period because he has distributed all the estate, he is 
liable." It is not, therefore, until the expiration of this period of limita- 
tion that the fiduciary can with safety attempt a final settlement of his 
accounts.** Any claim considered by the executor to be invalid should be 
rejected, then the creditor has a suit at law, and if his case is sustained 
the executor can be compelled to allow the claim.*' In the payment of 
the liabilities, the fiduciary must be guided by the preference right pro- 
vided by law as to the order of payment.** The usual order is: first, 
debts to the government; second, expenses of administration; third, 
docketed judgments; fourth, unsecured claims; and fifth, the legacies.** 
However, some states prefer expenses of administration over all other 
claims.** 

The legacies must be abated proportionately, if the estate is insufftcient 
to pay them in full.** Legacies, which are usually payable out of the 
personalty unless otherwise plainly designated in the will," must not be 
paid before one year unless otherwise provided in the will." Specific 
and demonstrative legacies are paid first.** Demonstrative legacies are 
those payable out of some fund." At the end of the year general and 
demonstrative legacies bear interest." If advances are made to legatees 
(and it is safe to do so only if the estate is solvent), the executor should 
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deduct the amount of the inheritance tax and any other amounts, as 
interest, that would have accumulated had the advance not been made.*' 
Overpayments to legatees must be made good by the executor, unless 
recoverable from the legatee, but the estate will bear any expense in an 
action at law to recover, it* the executor^s mistake was made in good 
faith and the amount was not unreasonable."* An executor cannot renew 
a debt debaiTed ))y the statute of limitations.** However, debts due by 
legatees may be offsets, even though barred otherwise by the statute of 
limitations.^*^ Lcgheies are subject to deductions for personal inheritance 
taxes and for a legatee ^s debts due testator, not for federal estate taxes, 
the latter being deductible from the estate as a whole, as they are not 
individual inheritance taxes and must be paid before any distributions 
are made.*''* Where a creditor has additional securitv, he can have re- 
course to the personalty only for the deficiency after the security is ex- 
hausted. *^ Personalty cannot be used to pay a real estate mortgage, 
except by the terms of the will.**" 

Creditors of an insolvent partnership, on the death of one of the 
partners, come in for their claims against the private estate of deceased, 
only after his individual liabilities have been paid.' 
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Proprietorship Accounts — Inasmuch as the business of the executor or 
administrator is to take charge of the personal property, wind up the 
affairs, and distribute the estate, there cannot be the same proprietorship 
accounts as are found in the various forms of business organization.*** 
The estate account takes the place of the proprietorship accounts,*** and 
is charged with all property coming under the fiduciary's control, and 
credited with all lawful disposals of the property.**' If the decedent kept 
any books, it is very important to close them properly and accurately, as 
they are an index to all the affairs of the decedent.*** 

Executor's Accounts — The law does not prescribe a set form of keeping 
accounts of executors.*"* But courts have decided that the executor, who 
does not keep current accounts, or keeps them so poorly that it is im- 
possible to prepare a final account easily, will have to pay the cost of 
preparing the final account.*'^ 

In large estates, where the records are kept by double-entry bookkeep- 
ing, the estate assets at the beginning are debited in their various accounts, 
as bonds, mortgages, etc., and the estate account credited for the total.*" 
Income earned on estate assets after the date of the executorship is 
credited to an account called Income.*" The proper asset accounts are 
credited with any cash payments or disposals of assets."* An account 
such as "Expense Principal" is debited with cash payments for expenses, 
if the amount paid out is chargeable to the persons who are to receive the 
principal; an account called "P]xpense Income" is debited if the payment 
is chargeable to those who are to receive the income.*** Even though estate 
debts are not usually recorded on the books, payments of them are 
charged to an account called "Debts of Testator."*** Accounts with lega- 
tees are charged with cash or assets paid or distributed.*** At the end of 
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the executorship or administration, the income and expense accounts are 
closed into Estate and Income, any credit balances of which being divided 
among the legatees, and the various amounts being credited to the accounts 
with the legatees.^" 

Illustrative Problem — John Jones, who died January 1, 1920, decreed 
by will that his property, real and personal, after paying a special 
legacy of $250 to the Red Cross, should constitute a trust fund during the 
life of his widow at whose death the estate should be divided equally 
between the children, George and Marie, with the provision that during 
her life, the widow should have free occupancy of the real estate. The 
cost of maintaining the real estate should be charged against income, the 
net profit being distributable one-half to the widow and one-quarter to 
each child. On January 5, the executor found $5,000 in cash; 20 shares 
of "X" stock, par $100, appraised value $90; 10 shares of "Y" stock, 
par $100, appraised value $110; 50 "A" bonds, due March 1, 1925, in- 
terest 6 per cent, March 1 and September 1, par $100, appraised value 
$105 ; dividend on "X" stock declared December 31, 1919, $100 ; dividend 
on "Y" stock declared January 2, 1920, $50. The executor later collected 
$5,000 from a life insurance company and paid a mortgage of $500, the 
special legacy, funeral expenses $500, probate expenses $250, repairs on 
real estate $50, and taxes on real estate $25. On June 1, the executor 
sold 20 shares of "X" stock at 88 and 5 shares of "Y" stock at 115, and 
purchased 20 "A" bonds at 105 and accrued interest. Assuming that 
bond interest and declared dividends were collected as due, but bond 
discount and premium were not amortized, and the executor was paid 
commissions of 2% per cent on principal and 5 per cent on income, pre- 
pare a final report as of January 1, 1921. 

The working sheet and solution for the foregoing problem are shown 
on pages 196 and 197, respectively. 

Executor's Report — All acts of the executors are closely supervised by 
the court, to whom periodic reports must be made, showing the condition 
of the estate.^" Many executors, or accountants for them, use schedules 
in making these reports; indeed, in some states, they are legally com- 
pelled to do so."* The forms required by the various states are so un- 
standardized that a C. P. A. candidate should not try to memorize the 
contents of a particular set of schedules, unless his state has a prescribed 
form. If a report is rendered before a judicial settlement is made, so as 
to show the condition of the funds and estate, it is called an intermediate 
account."* The report at the close of the administration is called the final 
account, and the court bases the order of distribution upon it,"* also de- 
termines the compensation of the executor.*** The form on page 198 is 
given as a good model for these reports. The form is also useful in that 
the first and second parts of it, if the special headings are omitted, 
represent the estate account, and the third part represents the distribu- 
tion account. 

Working Sheet — ^While the final report can be compiled directly from 
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Working Sheet 





Principal Account 


Income Account 


Cash Account 




Debit 


Credit 


Debit 


Credit 


Debit 


Credit 


Assets as Apjyraiscd 
Cash 




$5,000.00 
1,800.00 
1,100.00 
5,250.00 

100.00 
100.00 

5,000.00 






$5,000.00 




"X" Co. Stock. . 










"Y" Co. Stock.. 












"A" Co. Bonds.. 












Declared Divi- 
dends 












Accrued Interest. 


H 










Assets Discovered: 
Life Insurance. . . 












Realization of 
Assets: 
Life Insurance. . . 






. 


5,000.00 

100.00 

1,760.00 

575.00 




Declared Divi- 
dends 










' 


"X'' Co. Stock. . 


$40.00 










"Y" Co. Stock.. 


25.00 








Liquidaiion of Lia- 
hUities: 

Mortgage 

Expense as to 

Principal: 

Funeral Expenses 

Probate Expenses 

Commission 


500.00 

500.00 
250.00 
458.38 






$500.00 










500.00 










250.00 










458.38 


Expense as to In- 
Come: 
Real Estate Re- 
nairs 




$50.00 

25.00 
21.00 






50.00 


Real Estate 
Taxes 










25.00 


Commission .... 










21.00 


Income Received : 
"Y'' Co. Stock 
Dividend 






$50.00 
360.00 


^0.00 
360.00 




"A" Co. Bonds 
Interest 










Accrued Interest 
at Death 






100.00 
30.00 




Accrued Interest 
at Purchase. . . 












Income Accrued: 
"A" Co. Bonds 
Interest 






140.00 


















Totals Carried 
Down 


$1,748.38 


$18,375.00 


$226.00 


$550.00 


$12,845.00 


$1,804.38 
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Working Sheet — Continued 





Principal Account 


Income Account 


Cash Account 




Debit 


Credit 


Debit 


Credit 


Debit 


Credit 


Totals Brought 
Down 

Investments : 

"A" Co. Bonds 
and Accrued 
Interest 


$1,748.38 


$18,375.00 


$226.00 


$550.00 


$12,845.00 


$1,804.38 
2,130.00 


Balances 


16,626.62 




324.00 




■ 


8,910.62 














$18,375.00 


$18,375.00 


$550.00 


$550.00 


$12,845.00 


$12,845.00 


Balances 




$16,626.62 




$324.00 


$8,910.62 




Distribution: 
Special Legacy . . 
Widow 


$250.00 


$250.00 




$162.00 
81.00 
81.00 






92.00 


Georce 










46.00 


Marie 










46.00 


Trustee 


16,376.62 








8,476.62 
















$16,626.62 


$16,626.62 


$324.00 


$324.00 


$8,910.62 


$8,910.62 

















the estate account, a C. P. A. candidate will find his speed and accuracy 
greatly enhanced by the use of a working sheet, somewhat like the one 
given on page 196. If the problem contain numerous and complicated 
transactions, the candidate should rely on "T" accounts, but the working 
sheet will prove satisfactory in the great majority of problems. 

Audit of Executor's Accounts — The points in auditing the accounts of 
an executor are: 

(a) Read the will and note all provisions."* 

(b) Ascertain that all personal property of deceased has been placed in 
the hands of the executor.^"* 

(c) Secure certified copy of appraised estate and trace assets into 
books."" 

(d) Trace liabilities allowed by Probate Court into books."* 

(e) Audit cash receipts, disbursements, and balance."' Ascertain if in- 
terest was received on balances.'^** Verify authorization of expenditures. 

(f ) Verify income by examining nature of assets. 

(g) Cheek the distribution of items between principal and income, 
(h) Verify all sales of assets.*** 

(i) Test the legality of investments made by executor .^'^ 

(j) Examine all property held by executor at time of audit,*" and 

inquire thoroughly into outstanding liabilities.*"" Ascertain that trust 

funds are kept separately from executor^s funds. 
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QUESTIONS 

executors, administrators, and trustees 

General 

1. State in what respects (a) the rfghts and (b) the duties of an ex- 
ecutor and an administrator differ. State how an executor is appointed. 
In what order should an executor pay the debts of an estate? What form 
of receipt should he require for any payments made by him? (Mich., 
June, 1908.) 

2. It has been stated biy a writer on accounting that single (or "sim- 
]i]e") entry is the basis of all fiduciary accounting. Do you agree? State 
your reasons. (N. Y., Jan., ,1914.) 

3. Discuss briefly the accounting requirements of decedents* estates, 
with special reference to the various interests which may arise thereunder. 
(Kan., Dec., 1915; Mo., Dec., 1915; Kan., May, 1916.*) 

4. AVhat are the important things to be shown by an executor in keep- 
ing the accounts of an estate in trust? (111., May, 1905.) 

5. What problems arise in connection with the accounting of executors? 
(111., Dec., 1916.) 

6. How should executors' and administrators' accounts be started for 
the purpose of filing in court? (Wash., May, 1903.) 

7. What are the assets of the estate? (Wash., May, 1903; Cal.. May. 
1916; Cal, June, 1917.) 

8. On what are the accounts of an executor based? (N. Y., June, 
1902; Cal., May, 1916; Cal., June, 1917.) 

9. What is an intermediate account? (Wash., May, 1903; Cal., May, 
1916; Cal., June, 1917; N. Y., Jan., 1919.*) 

10. Define: Final accounting. (N. Y., Jan., 1911; Kan., May, 1916.) 

11. AVhat is a final account? (Wash., May, 1903; Cal., June, 1917.) 

12. Outline the form in which you would present the accounts of an 
executor or administrator to a probate court where no special form is 
required. Prepare the various schedules of detail of such accounts and 
give the information each would supply. (Ind., May, 1918.) 

13. Draw up a skeleton outline (without figures) of the final account 
of an executor. (Pa., Nov., 1901*; Pa., May, 1903*; Pa., Nov., 1912*; 
Mo., Dec., 1913; N. Y., Jan., 1914.*) 
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14. t*repare an executor's account on taking over the estate of decedent, 
using your own figures, which must cover transactions such as sales of real 
estate, personal property and income. (Pa., May, 1903.) 

15. What does an executor ehaviie himself with and for what does he 
claim credit? (N. Y., June, 1902; Wash., May, 1903; Cal., June, 1917.) 

16. What does the summary of the accounts of an executor usually 
include? (Wash., May, 1903; Mass., Oct., 1916.*) 

17. Devise a system of accounts for an executor. What accounts must 
he necessarily keep? (III., Nov., 1904*; N. Y., June, 1906; N. Y., Feb., 
1910; Wis., April, 1915.*) 

18. Wherein does the manner of keeping the accounts of an executor 
differ from ordinary commercial accounting practice? (Cal., May, 1916.) 

19. Describe a method of keeping the accounts of an executor. (N. Y., 
Jan., 1901; Mich., June, 1919.*) 

20. Describe the form in which it is customary to submit accounts of 
trustees and executors to a probate court in any jurisdiction with which 
you are familiar. p]numerate the various schedules containing the de- 
tails of such accounts and describe exactly what information each affords. 
(A. I. of A., Nov., 1917.) 

21. Define corpus and income, and state clearly what they mean in 
dealing with the accounts of a decedent's estate. Outline the books you 
would keep in order properly to record transactions affecting such an 
estate, it being assumed that the will calls for the division of the estate 
into a number of trusts, some of which carry life rents to certain bene- 
ficiaries with a different application ultiniatelv of the principal. (A. I. of 
A., Nov., 1918.) 

22. What books do you recommend should be kept bv executors? (N. 
Y., Jan., 1901*; 111., Nov., 1904.) 

23. Explain duties of executor or administrator. Explain form of his 
reports and indicate points of care to be observed in keeping his accounts. 
Name the other reports used in closino- an estate and object of each. 
(Mich., June, 1914.) 

24. Under what heading, corpus or income, would you, as a general 
rule, place the following: (1) Funeral exj)enses; (2) executor's expenses; 
(3) profit and loss on sale of investments; (4) cash dividend on invest- 
ment of executor; (5) cash dividend on investment of testator; (6) cash 
legacies; (7) property legacies; (8) quarterly allowance to widow? (Wis., 
April, 1915.) 

25. What are the requisite features of the form of an executor's or 
administrator's account? Give illustration, using your own figures, in 
which administration of real estate is also included. (Pa., May, 1905.) 

26. Define the nature of the items you would expect to find in the 
Profit and Loss account as kept by the executor and trustee of a large 
estate. (N. Y., Jan., 1920.) 
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27. When are dividends, interest and rents treated as principal f 
(Wash., May, 1903; Cal., May, 1916^ Cal., June, 1917.) 

» 28. An executor, on entering upon his duties, having asked you to 
give him instructions in writing how he should deal with and keep the 
accounts of his trust, specify your instructions in the form of a letter. 
(111., Dec., 1910.) 

29. Explain the responsibilities of an executor or administrator of a 
decedent's estate, as to his mode of procedure in taking charge of said 
estate, together with the rendering of his final account, and explain how 
his accounts should be kept during his administration. (Pa., Nov., 1903.) 

30. "A" died leaving an estate consisting of: 

Real estate, valued at $ 30,000 

Share in partnership estimated at 175,000 

Share of stock 75,000 

Household furniture 19,500 

Cash at bankers 4,000 

The will provided for an annuity of $1,000 payable to testator's wife 
out of income, the remainder of the income divisible among his six chil- 
dren equally so long as they live and until the youngest attains the age of 
twenty-one years. 

What books and accounts would you open for the executors and what 
information would you require to enable you to write them up and adjust 
the capital and income? 

(III., May, 1911.) 

31. "A" dies leaving a small estate. In his will he directed the creat- 
ing of a separate trust for each of his two married daughter and also 
provided that the residuary estate should be divided between the two 
daughtei*s, share and share alike, on the death of the widow who was made 
a life tenant of the residua rj^ estate. When called on by the executor to 
prepare his accounts for filing, you find that, as the income from the 
residuary estate was not sullieient to pay administration expenses and to 
maintain the widow as she had been accustomed to live, the executor had 
made a loan to the widow from the principal of the estate and had taken 
as security non-income producing collateral, the loan being made without 
interest. Was the executor authorized to make such a ioan^ and if so, 
how should it be stated in the executor's accounting? (N. Y., June, 1915.) 

32. In making an audit of a trust estate you find the following amounts 
treated as income: (a) Profit on retirement of $10,000 bonds paid of! 
at par plus 5 per cent; (6) dividend of $500 due prior to decedent's death ; 
(e) interest on $10,000 note for half year to June 30 (testator having died 
on March 31) ; (d) dividend of $1,000 for half year to June 30 received 
July 1. 

What criticism, if any, would you advance in regard to these credits? 

(A. L of A., Nov., 1919.) 

33. A man is appointed by the court as administrator of his deceased 

wife's portion of the cominimity esiale. lie handles the property, specu- 
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lates and makes investments profitable and otherwise, entirely as if the 
estate were his own property. He fails to render any accounting to the 
heirs. After a period of five years he dies and an accounting is demanded 
from his administrator of the wife's portion of the estate by the heirs 
of the latter. Describe briefly the legal phases of this accounting. 
(Wash., June, 1912.) 

34. As an executor of an estate you receive 10 shares of stock as a 
dividend on 100 shares of the same stock held by the estate, said 10 shares 
being a distribution of earnings, one half of which accrued prior to the 
death of the testator and one half since his death. Does such stock belong 
to the life tenant or to the remainderman? Explain. (N. Y., Jan., 1919.) 

35. In the administration of an estate, the executor is required to con- 
struct an iron fire escape on the front of the building in order to remove 
a violation filed by the fire department of the city. Should such expense 
be charged to principal or to income account? Give reasons. (N. Y., 
Jan., 1919.) 

36. Define (a) the responsibilities of a trustee; (b) the theory of ac- 
counts applied to his activities. (N. Y., June, 1917.) 

37. Define the nature of inheritance taxes, explaining the theory of 
their imposition. (N. Y., June, 1919.) 

38. If, in auditing the accounts of a trustee under the last will and 
testament of a decedent, you find that in erecting certain trusts created 
under the will the trustee has charged against the principal of such trust 
the premium paid on bonds purchased, would you approve such action? 
Give reasons. (N. Y., June, 1919.) 

39. What is the proper treatment of interest received on bonds bought 
at a premium, in the case of a decedent's estate where a life tenant re- 
ceives all the income? (Mo., Dec., 1913.) 

40. What is the necessity of an executor keeping real estate separate 
from personal property? (Fla., April, 1908.) 

41. If called upon to prepare a trustee's accounting, state how you 
would handle the following items: The trustee sold two East and West 
Railroad Company first mortgage 4 per cent bonds which he had received 
from the testator as a part of the estate and* which were included in the 
inventory at $2,000. These bonds were sold for $1,800, and $1,600 of the 
proceeds were reinvested in North and South Railroad Company 3-year 
6 per cent notes, maturing in two years from the date of purchase. These 
notes were redeemed by the North and South Railroad Company at par, 
$2,000. How would you treat the gain of $400, resulting from the pur- 
chase of the short term notes? (N. Y., June, 1919.) 

42. What disposition should be made by a trustee of an amount re- 
ceived by him for the sale of the rights to subscribe to stock? Give 
reasons. (Mass., June, 1910.) 

43. Mr. *^," a very wealthy citizen of your city, has died. He has 
left no will, so that administrators are appointed. These administrators 
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have called upon you to assist them in taking whatever steps are necessary 
to comply with the State laws of Pennsylvania and the federal laws. 
State what you would first advise doing and what papers and reports 
you would file during the first two years. Mr. "X's" interests consist 
largely of stocks, bonds, and real estate. Also state the records which 
you would advise opening and the manner in which the same should be 
kept. During his lifetime Mr. "X" kept no boolcs of account other than 
his cheek stubs and two or three memorandum note books. (Pa., Nov., 
1919.) 

44. The beneficiary of a trust (Mass. Probate) dies July 6, 1913, and 
the trust is determined. Taxes on the property are assessed as of April 
1, 1913, payable October 1, 1913. State the liability for taxes as be- 
tween the beneficiary and the remainderman. (Mass., Oct., 1914.) 

Auditing 

45. In auditing the accounts of a trustee under a will, what special 
matters require to be dealt with which do not arise in the audit of a 
business concern? (A. I. of A., June, 1917*; A. I. of A., Nov., 1917; 
Lid., Nov., 1918; 111., Dec, 1918.*) 

46. Prepare a program for an annual audit of the accounts of a trust 
estate. It is not necessary to deal with special transactions, such as occur 
in connection with the original creation of a trust. (111., May, 1907; N. Y., 
June, 1911*; N. Y., Jan., 1918*; A. I. of A., May, 1918.*) 

47. You are called upon to audit the books'of account of the executors 
and trustees of an estate. The executors completed their duties eighteen 
months after the death of decedent. Explain the essential features of an 
audit of this character. (111., May, 1906.) 

48. State briefly the method of procedure in auditing the accounts of 
executor and trustee on behalf of a life tenant. (Mich., June, 1910.) 

49. If employed to audit a trustee's accounts in the interest of a re- 
mainderman, to what parts of the trustee's accounts would you pay the 
most attention? (N. Y., Jan., 1918.) 

50. How would you proceed in making an audit of an estate, including 
principal personalty and income personalty, and real estate and real estate 
income, where the interests of distributees include legacies to lineals and 
collaterals, annuities, widow's dower, life estates and estates in remainder? 
Give full particulars, with an illustration, using your own figures. (Pa., 
May, 1905; Mich., July, 1909.) 

51. You are appointed to audit the accounts of the trustees of the late 
C. D., who were designated in his will. His estate consisted of cash, 
real estate, United States Government bonds, shares in various enter- 
prises, mortgages on real estate, and a partnei*ship interest in a manufac- 
turing firm. What documents and records would you need to see in order 
to satisfy yourself that the accounts were properly stated and the interests 
of the beneficiaries properly administered? (N. Y., Jan., 1906.) v. 
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52. A client who has a beneficial interest in the "corpus" of an estate 
employs an accountant to conduct a complete audit. State the points on 
which the accountant should particularly report. (N. Y., Jan., 1911.) 

53. You are appointed the auditor of an estate, the assets of which 
consist of real estate (improved city and farm lands), corporation stock 
(common and preferred), railroad bonds (with coupons attached), and 
first mortgages on farm property. How will you verify the revenues from 
the various classes of assets and what procedure would you take to. verify 
the existence of these assets? In your first audit, what would be the 
first two things you would examine? (III., Nov., 1904.) 

54. Describe the various steps to be taken in auditing the accounts of 
an executor for the first year after the death of the testator. (N. Y., June, 
1902; Mass., June, 1910; III, May, 1913.*) 

55. Assume you are to audit periodically the accounts of the trustees 
of a decedent's estate, holding, a large number of investments, and fre- 
quently adding thereto. Outline a plan for your own guidance to detect the 
failure to collect or record the income from such investments. What 
would be your attitude regarding accrued interest or dividends in closing 
the accounts periodically? (A. I. of A., Nov., 1918.) 

56. In auditing the accounts of a fiduciary, chargeable with income 
arising from rents, interest, securities and cash in bank, how should the 
auditor satisfy himself that a full return was shown by the books sub- 
mitted? (N. Y., June, 1906; Mass., April, 1911.*) 

57. To what documents should the auditor have access in trustee's 
accounts? (N. Y., Jan., 1901; Fla., April, 1908.*) 

58. What records and documents should an auditor have access to in 
an audit of a trusteeship? Give reasons. (Kan., May, 1916.) 

59. State briefly the duties of an auditor appointed by the beneficiaries 
under a will to examine the accounts submitted by the executors, and the 
form in which you recommend the accounts should be submitted. (111., 
May, 1914.) 

60. In auditing a trust company's accounts you find that the company 
is co-trustee for a number of estates. The securities are locked in a safe- 
deposit box that can not be opened without the assistance of the absent 
trustee, who will be away for several months. What precautions should 
be taken to safeguard the integrity of your audit? (N. Y., June, 1914*; 
N. Y., June, 1915.) 

61. In auditing the securities of a trust fund, under the will of a 
decedent, what precautions are necessary to protect the auditor against 
deception? (N. Y., Jan., 1917.) 

62. Define: Residuary legatee. (A. I. of A., May, 1921.) 
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PROBLEMS 
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1. The estate of John Robertson, deceased, consisted of the following 
assets, which were appraised as required by the Probate Court: 





Appraised 
Value 


Disposition under the Will 


Flat RiiiMing 


$17,000 

35,000 

10,000 
8,000 
9,000 
1,500 
2,500 


To his daughter Mary. 


6 per cent mortgage, in- 
terest payable June 1 
and December 1 

Vacant Real Estate: 
Lot 1 


To the widow for life, and then to his two 
sons, John and James, equally. 

Cash to John, James and Mary« $5,000 
each, and the balance of the estate to the 


Lot 2 


Home 


widow. 


Household effects 

Cash 





At the time of death (June 24, 1915) the accrued interest amounted to 
$140. 

Debts amounting to $400, funeral expenses of $450, and the legal and 
probate expenses amounting to $900 were paid in cash. In September, 
1915, Lot 1 was sold for $12,000, and by the consent of all parties John 
took Lot 2 in discharge of the bequest to him and paid the estate $3,500 
in cash. 

The widow died on May 15, 1916, at which date the accrued interest 
amounted to $962.50. The widow left her entire estate to Mary. 

The interest on the mortgage was promptly collected on December 1, 
1915, and June 1, 1916. 

Prepare the statements necessary for presentation to the court in 
closing the estate as at July 15, 1916. (111., Dec, 1916.) 

2. Philip Jones, a citizen of New York State, died April 1, 1909, 
leaving a will appointing four executors. The will was probated May 1, 
1909, showing the following statements: "X," y^ share; "B," }/^ share; 
"C,'' ^/i2 of the entire estate after payment of funeral expenses, debts, 
etc., a specific bequest to the "A" Hospital consisting of $20,000 and a 
parcel of improved property valued at $50,000. 

The inventory filed by his executors was as follows : 5 per cent mortgiige 
for $40,000, interest payable semiannually, on June 30 and December 31 ; 
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500 shares couimon stock of Industrial Company^ par value $100^ ap- 
praised at 110; 50 first 5 per cent mortgage bonds of ^^A" Railway Com- 
pany, par value $100, appraised at 104^ interest payable semiannually on 
March 1 and September 1; accounts receivable valued at $20,000; cash 
in banks and on hand, $69,250; household furniture and effects appraised 
at $5,500. 

The ezecntora' transactions were as follows: Cash receipts, 500 shares 
of Industrial stock sold at $115 per share; 45 first mortgage bonds sold 
July 1, at $111 and accrued interest; accounts collected, $18,500 (balance 
worthless) ; 6 per cent dividend on Industrial stock declared May 1, 1909; 
interest on bank balances, $1,300, of which $400 accrued prior to testator's 
death; interest on bonds and also on mortgage duly collected; rents col- 
lected, $4,000, of which $1,500 accrued prior to death of testator; the 
household furniture and effects were taken by ^'X'' at the appraised 
valuation. 

Cash payments: Funeral expenses, $2,000; expenses of probating will, 
$335; general legal services, $1,000; rent of safe deposit vault, $50; care 
of cemetery lot, etc., $500 ; premium on executors' bonds, $100 ; stationery, 
postage, etc., $125; debts of deceased, $12,865; taxes, $1,025; "X," on 
account of l^:acy, $12,000; "C," on account of legacy, $20,000. 

The inventory on December 31, 1009, the date on which the executors 
wish to render an accounting, is as follows: 5 per cent mortgage, $40,000; 
five 5 per cent first mortgage bonds of "A" Railway Company; interest 
on "X's" advance amounts to $350 and on "C's" advances, $575. 

Prepare (a) a summary statement separating principal and income; 
(h) a statement showing amounts due beneficiaries; (c) a statement show- 
ing the commission due executors. (N. Y., June, 1911.) 

3. The duly appraised inventory of the estate of John Smith, who 
died August 31, 1918, was filed by the executor on October 1, 1918. The 
items were as follows: 

Property 

Real Estate and Buildings $160,000 

Corporation Stocks 10,000 

Corporation Bonds v 25,000 

Rent due from the tenants for August 1,500 

Cash on deposit in checking account 3,000 

Accrued interest on Corporation Bonds 500 

Rents due from tenants for September 2,000 

Notes Receivable 16,000 

(a) one year note dated June 1, 1918, interest at 6 
per cent, payable quarterly, $5,()00. 

(6) one six month*** note dated July 15, 1918. interest 
at per cent, payable at maturity, $3,(K)0. 

(c) one three months' note dated August 1, 1918, 
with interest at 6 per cent, $8,000. 

Homestead 10,000 

Personal Property (jewelry, automobile, etc.) 3,500 

Total $22I.5(X) 
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Debts 

Heal estate and note secured by mortgage oq buildings, 
given July 1, 1917. Interest at i)er cent is payable 

semi-annually $25,000 

Unpaid funeral expenses 750 

Sundry personal debts 1»200 

Total $26,950 



The executor engages you to determine the net income ,of the estate 
from the following transactions which appear properly recorded upon 
the Ledger: 

1. 50 shares of stock par $100 inventoried at 105, were sold at 110. 

2. 12 shares of stock par $100 inventoried at 50, were sold at 50. 

3. 50 shares of stock of no par value inventoried at 83, sold at 93. 

4. Net rent collected from tenants, including those stated in the in- 

ventory, and after paying taxes, $13,500. 

5. Interest received from bonds while owned, $750. 

6. Bonds were all disposed of for $27,500, which included accrued 

interest of $350. 

7. Real estate inventoried at $30,000 was sold for $33,000 and on 

January 1, 1919, the note secured by the mortgage on real estate 
was duly paid with interest to date. 

8. The funeral expenses and the sundry personal debts of Smith were 

paid. 

9. The executor was paid a salary of $3,600 during the period, and 

office expenses amounted to $5,000. 

10. Dividends were received from the stocks while owned, amounting to 

$350. 

11. Taxes, repairs and general expenses of the homestead were paid in 

cash, $3,000. 

12. Taxes on unimproved real estate amounted to $125. 

13. The principal and interest of* all the notes receivable were paid 

when due. 
What original papers or records would you expect to find supporting 
the facts recorded above, which you would aece})t as satisfactory proof of 
the transaction f 

(Wis., May, 1919.) 

4. The following is a summary of the transactions of the executor of 
the estate of "A B" from March 1, 1909, to April 30, 1910 : 

The value of the testator's property at date of death (March 1, 1909), 
as per inventory, was : Real estate, $682.44 ; mortgages and other securities, 
$137,558.56; cash, $3,981.89. 

During the period under review there came to light uninventoried prop- 
erty of the testator, in the shape of securities, of the value of $495. 

Included in the $137,558.56 above mentioned was stock in a certain 
corporation, which in the inventory was taken at the then book value. 
No dividend has been received by the executor on this stock, but on April 
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30, 1910, the book value of the stock (whieh was still unsold) had increased 
to the extent of $7,021.04 over and above the book value as inventoried. 

Up to and including April 30, 1910, the executor had realized^ of the 
principal of the testator's property as inventoried, $41,478.50, and had 
collected $1,938.54 as income from the testator's investments. Of the 
$495 uninventoried property the executor had sold $369 (the $41,478.50 
just mentioned includes the cash as per inventory). 

The executor had reinvested $27,456.01 of his realization as above, and 
of these reinvestments he had sold up to April 30, 1910, $12,295.20. From 
the reinvestments he had collected interest amounting to $984.69. 

The executor had disbursed for funeral expenses $520.10 ; for executor- 
ship expenses, $533.15; for inheritance taxes, $1,099.67; and for specific 
legacies, $19,102. 

On April 30, 1910, the interest accrued but uncollected was: On testa- 
tor's investments still unrealized, $80.72; and on the executor's reinvest- 
ment still unrealized, $238.57. 

From the foregoing narrative, prepare, in such form as you would con- 
sider suitable, for the court and the parties at interest, a certified statement 
of the executor's account for the period named, and make a list of the 
detailed statements which, in such a ease, you would submit in support of 
the main statement. (Wash., May, 1910.) 

5. Before closing, at the end of a three months' period, the books of 
a trust estate, show the following balances : 



Real Estate $396,868.39 

Running Expenses Real 

Estate 1,507.02 

Investments 123,010.11 

General Expenses 527.51 

Cash (principal) 4,450.26 

Cash (income) 11,423.02 



$537,786.31 



Capital 

Insurance received in 
excess of fire damage 

General income, balance 
at beginning of period 

Income, real estate .... 

Income from invest- 
ments 

"X," Trustee 

"Y," Trustee 

*'*Z '* Trustee 

Saleof"risits" $126.66 
Less broker- 
age 6.25 

Ix)ans Payable .... 



$523,691.06 

212.70 

2,037.52 
6,748.65 

4,002 53 
135.02 
270.04 
270.04 



118.75 
300.00 

$537,786.31 

Separate the above account into two trial balances showing principal 
and income. Close Sale of Rights account, and if you observe any 
discrepancy in the cash correct it. 

The trustees are to receive 5 per cent on the gross income for the period 
as compensation. This is to be divided among them so that "Y" and "Z" 
each get twice as much as "X." Pay the loan of $300. Pay the trustees 
the amounts due them. Purchase 20 shares of N. Y. C. stock at 107% 
(brokerage Y^) and close the books, showing the income divisible among 



EXECUTORS, ADMINISTRATORS, AND TRUSTEES 209 

the beneficiaries. (Give necessary Cash Book and Journal entries, also 
Balance Sheet after closing.) (Mass., April, 1911.) 

6. Prepare Estate and Distribution accounts of Charles Cannichael 
(widower) deceased, September 30, 1912, who left the following property: 

Life insurance $33,750 

Household effects, appraised 2,500 

Real estate, appraised 37,500 

Bank account 7,500 

Investment securities (market September 

30, 1912) 60,000 

$141/250 

Current debts at time of death, $3,000. Funeral expenses, $475. Low 
expense and inheritance tax, $9,000. 

The securities realized $65,000, and the house effects netted $3,750. 

The special bequests (tax free) were $3,750. 

The eldest son, John, elected to accept the option his father had granted 
him of taking this real estate at $40,000. 

The residue was to be divided equally among the three sons, John, 
James and William, who were required to bring into hotchpot, or colla- 
tion, money advanced lo them five years back, to wit: $17,500, $21,250 
and llOyOCNDy respectively. 

(111., May, 1913.) 



CHAPTER XTI 

SCOPE OF AUDIT 

Detailed Audit — A detailed audit is such an examination of an entire 
business as will satisfy the auditor that everything is correct. While 
theoretically a detailed audit includes the audit of every transaction, 
practically it consists of tests only of parts of the work, which tests, 
together with the internal checks, will furnish a sufficient assurance of 
the correctness of all the work/ 

Balance Sheet Audit — The balance sheet audit is a partial audit in 
that it attempts only the ascertainment of a correct balance sheet at a 
given date and ignores the nominal accounts except in so far as they 
affect the balance sheet." For instance, the auditing of surplus, buildings, 
and accounts receivable would cause the examination of closing entries, 
depreciation, and bad debts, respectively. The bklance sheet audits are 
usually satisfactory if there is a good system of internal check.* Balance 
sheet audits are sometimes called examinations.* 

Completed Audit — A completed audit is an audit of a lapsed period of 
time,' when a final report is rendered on the performed work.* The terms 
"completed audit" and "periodical audit" are synonymous.' 

Continuous Audit — ^A continuous audit is one in which the auditor 
makes investigations from time to time during the fiscal period,* and 
renders a report of progress rather than a final report embodying a 
balance sheet and profit and loss statement.** In continuous audits, 
periodic financial statements may be rendered.^** Continuous audits pro- 
mote a close relationship between client and auditor, discover fraud 
before great damage is done, and tend to relieve the auditor's congested 
business toward the end of the year.*^ On the other hand^ continuous 
audits take more of the auditor's time," and furnish a possibility of the 
figures being fraudulently changed after the auditor has passed them." 
The terms "continuous audit" and "interim audit" are synonymous." 

Auditor's Besponsihility — The fact that the auditor is engaged by the 
directors does not change his responsibility to the stockholders, so the 
scope of the audit and the resulting report must include those points 
which the stockholders have a right to know." 

If the auditor is investigating for a client who is considering investing 
his own money, the investigation may properly be greatly limited on 
account of the client's own knowledge of conditions," but, when the pur- 
chase is to be made by a promoter of a company the stock of which will 
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})e sold to the general public, the auditor, since he should try to detect 
any hidden reasons there may be for selling," must see that no undue 
restrictions are made on the scope of the audit. In this connection the 
character of the promoter is very important." The auditor must be 
more careful than a bank in regard to the character of clients.^* 

Investigations — Investigations should be differentiated from audits as 
they involve only the review of records necessary to secure specific in- 
formation, while audits involve a more or less complete examination of 
all the accounting records.** An investigation is a special audit under- 
taken for a particular purpose.^ 

If the client wishes to restrict the scope of the investigation so as to 
impair the work, the auditor should withdraw." As the scope of an in- 
vestigation is a fruitful source of disagreement, between the auditor and 
his client, a written memorandum of the points to be audited should be 
prepared before an investigation is undertaken." Such a memorandum 
would prevent the auditor's being accused of incompetency if he failed to 
discover errors in non-cash entries, during a cash audit. The auditor 
sliould incorporate in his report the limitations placed on the audit." 

Cctsh Audit — The term "cash audit" is a misnomer, for the verification 
of books and records of a cashier is an investigation rather than an audit. 
The cash book must not be accepted as correct simply because all entries 
therein can be adequately vouched for; it is the unrecorded and not the 
recorded items which must interest the auditor." The procedure given in 
Chapter I, Volume II, for the audit of cash receipts and disbursements 
should be used in investigating the cashier's records. 

Investigations for Prospective Purchasers — Reports on investigations 
made for prospective purchasers of businesses should give data outside 
the books, such as causes for past success or failure, present situations 
as to competitions, tariff protection, public control of prices, and the 
character of the business organizations and management." 

A prospective purchaser should be given an analysis of the comparative 
earnings of from three to ten years, so that a few big years will not 
distort the natural trend of the earnings.^^ Special care should be exer- 
cised in examining the earnings since the date of the last balance sheet." 

An analysis of earnings and expenses i% important to a prospective 
purchaser. If the prospective purchaser is familiar tvith the industry, 
he frequently is more interested in the gross earnings than in the net 
earnings." A comparative statement, such as is shown in Chapter IV, 
Volume I, should be prepared, but it is preferable also to insert therein 
the percentages the gross and net profits and the various expenses are to 
sales and the percentage the gross profit is to the cost of sales." As the 
goodwill is valued on the basis of normal profits, the auditor should test the 
sales" and the expenses and should clearly differentiate the extraordinary 
losses and gains and the usual non-operating items from the usual oper- 
ating earnings and expenses. The rate of turnover should be given, as it is 
a good business barometer." The subject of leases and renewals thereof 



212 C, P. A. ACCOUNTING 

should be investigated." All items which will not occur in the future 
should be omitted from that part of the report in which the auditor gives 
his opinion on the advisability of the purchase." 

The determination of estimated amounts for future requirements and 
possible economies is frequently an object of an investigation for a 
prospective purchaser. As this is the work of an accountant rather than 
of an auditor, such estimates must not be certified to." The auditor may 
also comment on the efficiency of the executives*" and on the question of 
competition." If associated companies have been the heaviest customers, 
full details of their accounts and connections should be included in the 
report- 
While the auditor must refrain from criticizing the system of accounts 
to the vendor or his staff," he should comment on the accounting system 
in his report to the prospective purchaser, as the system serves as an index 
to the character of the vendor and his business.** 

The auditor's report should take into consideration partners' salaries, 
existing contracts, future taxes, and orders of public service commissions.'" 
When the notes and accounts receivable are guaranteed no audit need be 
made of them; otherwise they must be carefully verified.* 

The method of auditing used in investigations for prospective pur- 
chasers differs from the usual auditing procedure because the auditor 
limits his work to that necessary to enable him to certify to the fact that 
business is worth at least as much as he states.** All the precautions 
necessary in a detailed audit should be taken here so as to prevent the 
omission of expenses or liabilities, but no such care need be taken to 
prevent the omission of income or assets.** The various income and 
expense accounts should always be analyzed,** 

Investigations on Retirement of Partners — Usually, in an investigation 
made when one partner sells his interest to a continuing partner, an 
auditor represents the retiring partner.** The investigation for a retiring 
partner includes all the work embraced in one for a prospective pur- 
chaser.*' In this connection valuation of assets is an important subject, 
for the assets should be valued on the basis of a going concern,** the 
equitable value usually being reproduction value less accumulated de- 
preciation.* If possible all appraisals should be made by independent 
appraisers." The accounts receivable should be collected by the continu- 
ing partner, who is entitled to actual clerical expenses but not to a 
commission." All non-cash credits to the old accounts receivable after 
the date of dissolution should be carefully examined." Profits or losses 
on contracts which were uncompleted at date of dissolution should be 
divided between the retiring and continuing partners." A share of the 
accrued expenses at date of retirement should be charged to the retiring 
partner." 

Investigations Preliminary to Consolidations — The characteristics of an 
investigation preliminary to the merging of two or more firms are given 
on page 109. 



SCOPE OF AUDIT 213 

Investigations Preliminary to Reorganizations — The general procedure 
of an investigation for a prospective purchaser should be used in the 
case of a reorganization in order to ascertain the present condition of the 
business and the reasons for this condition. The ratios between the gross 
and net earnings and the capitalization of the business should be com- 
pared, as they are desirable ratios to know for the purpose of determin- 
ing what changes must be made in order that the reorganized business be 
successful.** The different liabilities should be classified as to their 
security, rate of interest, and date of maturity."" The property pledged to 
a specific indebtedness should be examined with a view to determining 
whether the net earnings of the property will meet the interest on the 
liability or whether the property should be abandoned to the holders of 
the lien." The amount of money required to float the reorganization 
should be estimated, and the best way ascertained of raising the money." 

Investigations for Creditors — An investigation for a banker should in- 
clude an inquiry into a firm's plans for the future in addition to the 
verification of the assets and liabilities and the analysis of the profit and 
loss account.** As the banker desires only short-time paper, he should be 
informed if his prospective customer expects to tie up the credit, if 
granted, in a non-liquid form.** Data on the future business, the time 
necessary to realize on same, the future expenses, and the dates when the 
liabilities must be discharged will be valuable to the banker.** A com- 
parison should be made of the quick assets and quick liabilities to ascer- 
tain if the accommodation is warranted."* 

The investigation for a credit manager is practically the same as that 
for a banker except that the time element in the ability of a firm to repay 
the advance is not quite as important. The auditor should hold before 
himself the three essentials in the granting of credit, viz., character, 
capital, and capacity.** The firm's business methods should be examined,** 
as should the sufficiency of the insurance carried by the firm.*" 

Investigations after bankruptcy differ from regular audits chiefly in 
the care required to detect fraud. When possible, statements previously 
rendered to credit agencies should be compared with the books, as they 
may list assets not shown by the latter.®* Preferential transfers or pay- 
ments must be especially guarded against.*' All cash payments must be 
verified with unusual care in order to detect fraudulent charges to ex- 
pense accounts made to conceal withdrawals of cash or preferential pay- 
ments to creditors.** In order to detect shipments to f riendgf and relatives 
the inventory should be checked, by tracing all the merchandise whose 
identity can be established by numbers, trade-marks, etc.** 
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QUESTIONS 

SCOPE OP AtrniT 

KiXDS OF Audit 

1. Name three kinds of audits and the purpose of each. (Cal., May, 
1908*; Mich., June, 1012*; Kan., Alay, 1010; Cal., Nov., 1916; Ohio, Oct., 
1919.*) 

2. What considerations should affect or g^overn the determination as 
to which class of audit is called for? (Cal., Nov., 1916*; 111., Dee., 
1918.) 

3. The directors of a company authorize you to make a regular audit 
of the books as a matter of general business policy. The company em- 
ploys about 200 n>en in its factory and sells in small lots to a large num- 
ber of dealers. The responsible officials of the company are not in close 
touch with the accounting department. What would be your recommen- 
dations as to the kind or extent of the audit that vou would consider most 
desirable? Give your reasons or arguments. (111., May, 1915.) 

4. Define and differentiate an audit conducted for the purpose of re- 
viewing past transactions and establishing the significance thereof and an 
audit precedent to determining the verity of a bill or a claim. Give a brief 
outline of procedure in each case. (N. Y., June, 1908.) 

5. You receive the following letter: "We have never had our books 
audited, but are contemplating an audit now. Two of our friends have 
recommended you to us. Both have businesses similar to ours, but their 
advices as to the time required are very different. Do you carry out 
different kinds of audits? If so, what are the different kinds and under 
what circinnstances do you recommend one kind and when another?" 
AVrite a reply. (A. I. of A., Nov., 1917.) 

0. Would you recommend that a client have his books audited monthly, 
yearly, or on special occasions only? Give full reasons for your recom- 
mendation and the relative merits of each plan. (Mich., June, 1910; 
Del., June, 1915.*) 

7. AVhat is a detailed audit? (Ohio, Nov., 1913; Ohio, Nov., 1915; 
Ohio, Nov., 1916; Ohio, Nov., 1918; 111., Dec., 1918*; N. C, June, 1919; 
N. I)., July, 1919*; N. C, Sept., 1919; Okla., Nov., 1919.*) 

S. Under what circumstances would you advise a client that a complete 
detailed audit should be made? Give your arguments to convince him that 
a test audit would not be satisfactory. (111., May, 1917.) 
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9. What is a Balance Sheet audit? (Ohio, Nov., 1913*; Ohio, Nov., 
1915* ; Ohio, Nov., 1916* ; A. I. of A., June, 1917* ; Ohio, Nov., 1918* ; 
Va., Nov., 1918; Ind., Nov., 1918*; Iowa, Dec, 1918; Ga., May, 1919*; 
N. C, June, 1919; N. D., July, 1919; N. C, Sept., 1919; Okla., Nov., 
1919.») 

10. Upon what principles are all Balance Sheet audits based? What 
are their limitations? (Ind., Nov., 1917.) 

11. What is the scope of a Balance Sheet audit? (Ind., Nov., 1916*; 
A. I. of A., June, 1917.*) 

12. In what respects are Balance Sheet audits defective, if any? 
(N. C, June, 1919; N. C, Sept., 1919.) 

13. State your ideas of the essentials of a system sufficiently good to 
warrant your undertaking a Balance Sheet audit. (Cal., May, 1916.) 

14. If you are restricted in the scope of your auditing on a set of 
books, what part should you, as an auditor, insist upon doing? (Pa., 
May, 1900.) 

15. In the examination of a property, when the auditor's time is so 
limited that detail must be neglected, to which accounts should he give 
careful attention in order to establish closely the profits for a given period? 
(N. Y., Jan., 1917.) 

16. In the case of an audit of the books of a corporation where the 
volume of transactions is so large that a detailed checking of all postings 
and footings is out of the question, what course should be pursued in the 
examination in order to insure the correctness of the Balance Sheet? 
(N. Y., Dec., 1896*; N. Y., Dec., 1897; Pa., May, 1906; La., May, 1913*; 
Mass., Oct., 1915.*) 

17. What is meant by continuous audit? (111., May, 1909*; Ohio, 
Nov., 1913; Ohio, Nov., 1915; Ohio, Nov., 1916; Ohio, Nov., 1918; Va., 
Nov., 1918; N. D., July, 1919.) 

18. What are the advantages of a continuous audit? (N. Y., Jan., 
1904; Fla., April, 1908*; 111., May, 1909*; N. Y., Feb., 1910; Wash., May, 
1910.) 

19. Can 3^ou point out any special dangers to which a continuous audit 
is exposed? (111., May, 1909.) 

20. What is meant by completed audit? (Ohio, Nov., 1913; Ohio, 
Nov., 1915; Ohio, Nov., 1916; Va., Nov., 1918; Ohio, Nov., 1918; N. D., 
July, 1919.) 

21. Define: Periodical audit. (Fla., April, 1908.) 

22. Discuss the various objects which the auditor should seek to attain 
in connection with periodical audits for a regular client. (Ohio, Oct., 
1919.) 

23. State the benefit of a periodical audit and whether the audit differs 
from a special, covering the same period. Explain fully, (Mich., Nov., 
1907.) 
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24. Define: Special audit. (Ohio, Nov., 1918.) 
25; What is a c^eneral audit? (Iowa, Dec., 1918.) 

26. What is a payroll audit? Explain in detail how it should be 
conducted. (Ohio, Nov., 1916.) 

27. What is your undei'standiug of a cash audit? (R. I., Dec., 1907.) 

28. Explain the chief differences between a detail Cash audit and a 
Balance Sheet audit. (Mass., Oct., 1914; 111., Dec, 1918.*) 

29. You have been requested by the Sixteenth National Bank of 
Ballard to make a verification of the assets and liabilities of Hammond 
and West, a partnership, engaged in business as. plumbing jobbers and 
c'ontractoi's. The books have been out of balance for some time and you, 
lor uruonl reasons, cannot continue your examination to the extent of 
locatin^r the ditTerence. What view would you take in this situation in 
reporting to the bank, and would it make any difference whether the 
discrepancy were under $10 or over $500 and whether there was an excess 
of debits or an excess of credits? (Wash., July, 1917.) 

30. A business man sends for you and talks to you thus : "I want my 
books and accounts examined. I am informed and believe them to be all 
right, but I want to be assured of it beyond doubt. I also want to know 
the condition of my business, as the books show the same, at this date. I 
also want to know if the business has made money or lost money, and in 
either case what amount. What will the 'job' cost me, and how long 
will it take you to find out?" (a) How would you deal with such a case? 
(b) What would you require to have furnished to you so that you could 
ascertain the facts wanted? (N. J., 1904-1909.) 

Examinations and Investigations 

31. What is an examination? (Iowa, Dec., 1918.) 

32. What are the objects of and differences between an audit and an 
examination? (Pa., Nov., 1904*; Fla., April, 1908; N. Y., June, 1909*; 
N. Y., June, 1919.*) 

33. What points, if any, are covered by an examination that are not 
covered by an audit? Answer fully. (Pa., Nov., 1906.) 

34. What is meant by Special Investigation? (Mich., June, 1910*; 
Va., Nov., 1918.) '' 

35. What are the main points of difference, if any, between an audit 
and an investigation? (Wash., May, 1910.) 

36. State the purpose for which an investigation is usually made. 
(Mich., June, 1910.) 

37. The prospective purchaser of a business employs you to examine 
the accounts. What important facts should you give your client in such 
a case? (111., May, 1913*; Ohio, Nov., 1916*; A. I. of A., Nov., 1917; 
Ind., May, 1918*; Okla., Nov., 1919.*) 
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38. Enumerate the essential heads of information which ought to be 
brought out in statements prepared for the information of bankers for 
credit purposes. Would you or wo-uld you not amplify such information 
in a statement prepared for the information of (a) officers and directors; 
(b) shareholders of a company? (A. I. of A., Nov., 1918.) 

39. .What different classes of obligations and liabilities should be dis- 
closed in an audit for credit purposes? Hov would you verify those re- 
corded on the books and how would you try to discover any not so re- 
corded? (Pa., Nov., 1908*; Ind., May, 1917; A. L of A., Nov., 1917.) 

40. What are the principal elements of the funded debt of a corpora- 
tion that are chiefly considered by bankers in the consideration of credit 
extension? (N. C, June, 1916; Okla., Nov., 1919.*) 

41. Outline the work which should be done in connection witlf notes 
and bills payable in an audit for credit purposes of a merchandising com- 
pany. (A. I. of A., May, 1918.) 

42. How far should an auditor examine into the records of a corpora- 
tion which is desirous of using the aliditors' certificates so as to enable it to 
float a loan or interest additional capital? (Mich., Nov., 1907; Mass., 
June, 1912.*) 

43. A banker instructs you to audit the accounts of the Acme Adver- 
tising Novelty Manufacturing Company, which has been heavily indebted 
to the bank on unsecured notes for some time. The banker explains that 
he is very suspicious that the company is dangerously near insolvency 
and that under the circumstances he has not complete faith in the honesty 
of the report rendered by the company. Outline the more important 
points to be covered in your examination and state what accounts would 
require particular attention and why. How would you proceed to verify 
the items which would be most likely to be misstated? What qualifica- 
tions of the Balance Sheet might be necessary? (111., May, 1915.) 

44. Give the outline of the form of Balance Sheet required of corpora- 
tions by the Federal Reserve Bank in the event of the corporation's bank 
desiring to rediscount the corporation paper with the Federal Reserve 
Bank. (N. D., July, 1918.) 

45. Give either the classification of notes and accounts receivable sug- 
gested in the Federal Reserve Bulletin for April, 1917, for use in audited 
statements for credit purposes, or an alternative classification. (A. 1. of 
A., May, 1918.) 

46. In estimating the value of a business, some accountants lay stress 
on the value of the Balance Sheet, while some seem disposed to almost 
ignore it and depend chiefiy on the Revenue account. Which of these 
do you consider correct? Give examples of the danger which is likely to 
occur from carrying each view to an extreme. (Fla., April, 1907.) 

47. When acting for the promoter, why should the auditor investigate 
his character? (S. C, Sept., 1919.) 

48. In investigating the records and accounts of a business on belialf 
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of a purchaser of a half interest, state concisely to what points you would 
direct your special attention. (III., Dec, 1910; Mass., Oct., 1914*; Mich., 
Dec, i916»; 111., Dec, 1917.*) 

49. In making an audit or investijration for the prospective purchase 
of a business to be followed by a report, including a Balance Sheet and 
Income and Profit and Loss statement, would you expect such a report 
to differ from the report which you would make based upon a Balance 
Sheet audit directed to and 'made for the president of a corporation? If 
different, specify fully the points of difference. (A. I. of A., May, 1919.) 

50. What is the significance of an auditor's certificate of profits of a 
business about to be sold to a new company? (N. Y., Dec, 1898; Wash., 
May, 1903.) 

51. •Is it allowable for an auditor to state that he thinks the future 
business will be profitable? (S. C, Sept., 1919.) 

52. In auditing the books of a business which is to be disposed of and 
where the seller guarantees to the purchaser the open accounts receivable, 
what action, if any, should be taken by the auditor as to such accounts 
receivable? (111., May, 1904.) 

53. Suggest methods by which auditors' reports should safeguard pro- 
spective investors. (Mich., June, 1913.) 

54. In making an investigation of a business for the purpose of a 
prospective investor, to what extent should the report deal in average 
earnings as distinguished from yearly serial earnings? (Mich., June, 
1913.) 

55. What are the principal points to which attention should be given 
in ascertaining the amount of the net earnings of a company desiring to 
use your certificate? (N. Y., June, 1901; Mass., June, 1912*; III., Dec, 
1918.*) 

56. You are asked to certify the net earnings of a manufacturing com- 
pany for a period of ten years for the purpose of sale based on earning 
capacity. Name at least three items of expense and two other items of 
income which may have appeared previously in the Profit and Loss ac- 
count, which may be properly excluded in your certified statement. (N. Y., 
Jan., 1902*; Wash., Sept., 1907*; Mass., Oct., 1917; Md., Dec, 1917.*) 

57. In a statement of the earnings of a business to be sold on the 
basis of its earning capacity, how should the question of interest paid on 
accounts payable, on notes, and on loans be treated? (N. Y., June, 1897; 
AVash., Mav, 1903; N. Y., June, 1908*; Mass., June, 1910; Mass., June, 
1913*; N. Y., Jan., 1919.*) 

58. In a report upon a pro})osed amalgamation of two companies, state 
how you would treat the following points in arriving at the earning power 
of each concern. Give reasons for your treatment of: (a) Anticipated 
profits on contracts in process; (6) interest paid on bon-owed capital; 

•(c) insurance of any description; (d) wages paid general workmen; (e) 
salaries paid officers and directors; (/) depreciation of plant and equip- 
ment; (g) bad debt reserves; (h) repairs, renewals and replacement of 
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plant and equipment; (i) taxes; (j) audit and legal fees. (Wis., April, 
1915.) 

59. In examining the books and accounts of a business for the purpose 
of giving a certificate of the net profits earned for a number of years, 
how should interest paid on partners' capital be treated? What other 
important points should receive attention in order to state the profits net? 
(N. Y., June, 1898.) 

60. What is the responsibility of the accountant who undertakes to 
examine a going business for the purpose of issuing a certificate showing 
the net earnings of the business for the preceding five years to (a) the 
owners; (6) those investing money therein on the faith of the report? 
(N. Y., Jan., 1906; Mass., June, 1910; Mich., June, 1912.) 

61. A manufacturing concern asks you to certify to its average annual 
profits for the past five years. After charging all costs, expenses, and 
depreciation, and allowances for bad debts^ etc., it is found that profits for 
the first year were $30,000, second year $37,500, third year $35,400, fourth 
year $43,200, fifth year $38,700. Included in the second year's profit is 
profit on sale of real estate, $3,750, in the third year's profits $7,500 profit 
on investments, in the fifth year's profit is $8,600 profit on real estate. 
Would you certify as to the average annual profit? Give reasons. (Ind., 
June, 1916.) 

62. If you were called in to investigate the books of account of a manu- 
facturing firm that contemplated selling its business to a corporation and 
were required to report on the net profits of the past five years, what 
would be your course? How would you ascertain the value of the plant 
and machinery and of other assets that misht affect the net profits of the 
period under review? Give an indication of the report you would make. 
(N. Y., Jan., 1900.) 

63. In preparing a Balance Sheet for credit purposes, what rules 
should be observed Avith respect to depreciation of machinery? Answer 
fully and cover the part, if any. wliich obsolescence beai's in a reserve for 
depreciation. (N. Y., Jan., 1916.) 

64. A client tells you that he is thinking of purchasing a going business 
which the owner tells him has earned $50,000 in two years; there is: 

Real estate said to be worth $30,000 

Machinery and equipment 20,000 

Stock on hand 15,000 

Book debts 10,000 

The business has been established for 20 years and $90,000 is asked for 
the concern (including above assets). You are desired to make an ex- 
amination for your client, who will act on your representation. 

(Fla., April, 1907.) 

65. A manufacturer renders the following statement for credit pur- 
poses : 
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Assets 

Residence 

Plant 

Inventory 

Accounts receivable 
Cash 



$30,000 

140.000 

90,400 

3,500 

625 

$264,525 



Ldahilities 
Mortgage, residence . 

Mortgage, plant 

Notes payable 

Accounts payable 

Surplus 



$12,000 
60,000 
25,000 
19,660 

147,875 



$264,525 



From this statement, what inferences would you draw as to the con- 
dition of the business? (Mass., June, 1912.) 

66. On January 2, 1916, the X Manufacturing Company took over 
the business of Brown and Smith. The capitalization of the company 
was $400,000, divided as follows: 



7% Cumulative preferred stock, 
Common stock 



$200,000 
200,000 



On March 1, 1919, the annual stockholders' meeting was held and the 
following financial statement was presented: 

X Manufacturing Company Financial Statement, December 31, 1918 



Assets 

Real Estate 

Buildings 

Less Reserve for Depreciation 



Equipment 

Less Reserve for Depreciation 



$125,000 
2,500 

$380,000 
4,800 



Inventories: 

Raw Material 

Goods in Process 

Finished Goods 

Sundry' Factory SuppHes . 

Accounts Receivable 

Notes Receivable 

Cash 

Prepaid Expense Items 



Total Assets 

LiabiUties 

Notes Payable 

Accounts Payable 

Reserve for Taxes 

Accrued Salaries and Wages. 



Total Liabilities 

Proprietary Interest 

Preferred Stock 

Common Stock 

Surplus 



Total Proprietary Interest 



$5,000 
122,500 

375,200 



30,000 
75,000 
65,000 

5,000 
15.000 

5,000 
10,000 

5,000 



$180,000 

50,000 

3,000 

2,000 



$200,000 

200,000 

77,000 



$712,700 



235,000 



477,000 
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The stockholders authorize the issuance of $300,000 of 5 per cent first 
mortgage bonds, the proceeds of which are to be used to pay the current 
debts and for necessary improvements in the buildings and equipment. 

The Company has given the above financial statement and the following 
summary operating statements to the "A" Bond Company, who may pur- 
chase the entire issue at 95. The "A" Bond Company, in turn, asks you 
to verify the statements and to report upon the advisability of the pur- 
chase. 

X Manufacturing Company Summary Operating Statements 



Sales 

Cost of Production 

Gross Profits 

Selling Expenses 

Net Operating Profit. 

Interest and other financial expenses 

Net Profit or Loss 

Dividends Paid 

Balance in Surplus 



1916 



$690,700 
560,000 

$130,700 
25,000 

$105,700 
25,000 

$80,700 
28,000 

$52,700 



1917 



$720,900 
690,800 

$30,100 
28,100 

$2,000 
22,000 

$20,000 
14,000 

$18,700 



1918 



$870,200 
706,700 

$163,500 
31,000 

$132,500 
27,500 

$105,000 
28,000 

$77,000 



Outline the report requested by the "A" Bond Company, state the rea- 
sons for your conclusions according to data available, and also detail 
other points which should be investigated before a definite decision as to 
the purchase is made. (Wis., May, 1919.) 

67. You are asked to prepare and certify as to the profits of a company 
owning land and stumpage, and manufacturing lumber, for a period of 
three years ending December 31, 1912. Describe in detail the course of 
procedure. (Mo., Dec, 1914.) 

68. In preparing a statement of profits, how would you treat the 
following items: (a) In November and December, 1911, there was an 
abnormal shrinkage in market value of lumber, (h) In April, 1912, the 
company sold at a good profit a large tract of stumpage to a cooperage 
company, in which the vendor obtained a controlUng interest, payment 
being made for the stumpage in stock and notes of the cooperage company. 
(Mo., Dec, 1914.) 

69. If called upon to make a comparative income statement of two in- 
dependent manufacturing corporations, similarly situated as to location 
and transportation facilities, state how you would handle the following 
items of rent and interest : "A" and Company own their plant, which was 
erected from the proceeds of the sale of the bonds on which "A" and 
Company pay 6 per cent interest. "B" and Company rent their plant. 
(N. Y., June, 1919.) 
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70. You are engaged to examine several manufacturing companies 
manufacturing practically the same articles, for a prospective purchaser 
with a view of consolidation. What general rule should govern the ex- 
amination, and what salient features, other than those disclosed by the 
examination, should you call attention to in your report t Explain fully. 
(Wash., June, 1915*; N. D., July, 1919.) 

71. Andrew J. Wright is engaged in the produce business. John 
Fletcher has arranged to go into partnership and has agreed to furnish 
$75,000 capital for the purpose of largely extending the scope of the 
business if he can be assured that Wright's representations that he has 
at least $75,000 of his own money invested in his business are correct. 
You are instructed to report as to this point, and the following summar- 
ized list of balances extracted from Andrew J. Wright's books has been 
submitted to you: 




Produce on Hand 

V^enture in Oats 

Investment in stock of the K. L. Milling Com- 
pany 

Bills Receivable 

Accounts Receivable 

Andrew J. Wright, Drawing Account 

Cash in Hank and on Hand 

Andrew J. Wright, Capital Account 

Bills Payable secured by Produce in Warehouse 

K. L. Milling Company, Current Account 

Accounts Payable 

Suspense 



$81,000.00 
12,125.00 

7,500.00 

18,100.00 

12,050.00 

4,575.00 

1,850.00 



$137,200.00 



Credits 



$86,425.00 

25,000.00 

19,625.00 

3,600.00 

2,550.00 

$137,200.00 



Draw up a report to your client, John Fletcher, referring to each of 
the items listed above, generally describing (he procedure you have fol- 
lowed in verifying the assets and liabilities, arriving at such imaginary 
results as may occur to you, and stating how and to what extent Andrew 
J. Wright's Capital account is increased or decreased thereby. 

It will be understood, of course, that no two answers to this question 
can be the same, and credit will be given according to the clearness and 
conciseness with which any view taken is presented. 

(Wash., July, 1917.) 

72. How might gross earnin.<::s be indaled to overstate profits in con- 
nection with a business selling out on a basis of net profits'? (N. Y., Jan., 
1916.) 

73. In an investigation in connection with the purchase and sale of a 
business, what items in the accounts should be eliminated or stated sepa- 
rately in view of their effect on a change in ownership? (N. Y.^ Jan., 
1916.) 
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74. State concisely your undersiaiivdiig of the purpose of and diiference 
between the following kinds of audils, iiiuicating briefly your conception 
in the absence of special instruction of the extent of your responsibility in 
each case, whose interests you would consider yourself obligated to protect, 
and the forms of certificates you would expect to furnish, assuming no 
qualifications were desired. Except where stated to the contrary, you may 
assume the audits relate to a corporation. 

(a) Continuous or periodical cash audit. 

(b) Annual audit. 

(c) Financial audit or investigation. 

(d) General audit of trustees or executors' accounts for probate. 

(e) Audit required under a patent infringement. (A. I. of A., Nov., 
1920.) 
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PROBLEMS 



SOOPK OF AUDIT 



1. A mannfaeturing corporation desires a certificate of its average 
annual profits for three years; after charging all costs^ expenses, and de- 
preciation and an allowance for bad debts, it is found that the profits for 
the first year were $62^000; for the second year, $64,000 plus $10,500 profit 
on sale of investments; and for the third year, $72,000 plus $8,400 profit 
on the sale of real estate. Give the annual average profit to be certified. 
(N. y., Dec, 1897.) 

2. A manufacturing concern asks you to certify to its average annual 
profits for the past five years. After charging all costs, expenses, and 
depreciation and allowances ^or bad debts, etc., it is found that profits 
for the first year were $30,000 ; second year, $37,500 ; third year, $35,400 ; 
fourth year, $43,200; fifth year, $38,700. Included in the second year's 
profits is profit on sale of real estate, $3,750; in third year's profits, 
$7,500 profit on investment; in fifth year's profits, $8,600 profit on real 
estate. 

What would you certify as the average annual profit f Give reasons. 

(Ind., May, 1917.) 

3. The following Balance Sheets of the firm of "X" and "Y" are sub- 
mitted to you for investigation and criticism by a client who has been 
invited to purchase an interest in the business : 





Dec. 31 
1906 


Dec. 31 
1907 




Dec. 31 
1906 


Dec. 31 
1907 


Aueta 

Furniture and Fix- 


$7,000 
30,000 
25,000 

6,000 
15.000 
25,000 

5.000 


$8,000 
50,000 
58,000 
8,000 
18,000 
25,000 
10,000 


LiabUiHei 
Capital 


$53,000 
35,000 

5,000 
20,000 


$67,000 


tures 


Accounts Payable . 

Real F^tAte Mort- 

gsgc 


65,000 


Accounts Receivable 
Merchandise 


5,000 
40,000 


Cash 

Real Estate 

BuildinsB 


BillflPayable 

Total liabilities... 


Bills Receivable 




Total assets 


$113,000 


$177,000 


$113,000 


$177,000 



As a result of your inquiries you ascertain the following facts : 
1. The business has been established under the present ownership four 
years. 
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2. The sales and profits as shown by the books have been 



Year ending 
December 31 


Sales 


Gross 
Profits 


Net 
Profits 


1904 


$150,000 
230,000 
270,0(K) 


$22,000 
29,000 
32.000 
37.000 


$10,000 


1905 


15,000 


1906 


17,000 
22.000 


1907 . . . 





3. 



4. 



5. 



4. 



The book value of Real Estate was written up in 1907, $3,000, which 
was treated as profit for that year. 

Of the Accounts Receivable, December 31, 1907, $3,000 were bad. 
Of this amount $2,000 related to 1907, and $1,000 to 1906 business. 

There was omitted from December 31, 1907, inventory $2,000 of 
merchandise which has been paid for, and there was included in 
the same inventory $1,000 which had not been entered on the 
books. You are required to make in the Profit and Balance Sheet 
figures as above stated such adjustments as you may consider 
necessary and to arrange the adjusted Balance Sheets in. the form 
best calculated, in your opinion, to give a clear view of the con- 
dition of the business at the close of each of the two years. 

(Wash., Aug., 1908.) 

The following Balance Sheet has been published by the "X" Com- 
pany as showing the condition of the business after the sale of $10,000,000 
of the first preferred stock and all of the second prefened stock noted therein. 

Assets 

Land, Buildings, Machinery $7,000,000 

Goodwill and Patents 8,000,000 

Investments. T 500,000 

Cash 10,715,000 

Inventories 13,000.000 

Accounts and Notes Receivable 10,000,000 

Other Current Assets 450,000 

Deferred Charges 335,000 

$50,000,000 

LiabUities 
Capital Stock: 

7 per cent cumulative first preferred $15,000,000 

7 per cent cumulative second preferred 6,000,000 

Conunon stock, 75,000 shares no par value 6,000,000 

Notes and Accounts Payable 13,000,000 

Dividends Payable 52,600 

1919 Federal Taxes 1,000,000 

Reserve for Depreciation 3,447,500 

Surplus ., 6,500,000 



$.50 000.000 
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A prospective purchaser of the stock asks you to tell him book 
values of each class of stock; amounts of net tangible and net quick assets 
for the appropriate class or classes of stock, and to advise him whether to 
purchase the first preferred at 95 or tlie conniioii at 00. 

The par value of the ])ref erred stock shares is $100. It is ex[)eeted that 
a quarterly dividend of $2 per share will be paid upon the common stock. 

In your report mention such matters as it would seem advisable to know 
in addition to those contained in the statement pven above. 

(Wis., Nov., 1919.) 

5. A. B. Jones died April 15, 1912, leaving one half of the property 
to his wife, outright ; the balance to be held in trust, the income of which 
was to j»o to his wife durinir her lifetime, and at her death the principal to 
^0 to Technology. 

The estate was appraised as follows : 

1,000 shares PuUman Co $160,000 

1,000 shares General Electric Co 166,000 

2,000 shares Penna. R. R., par $50 123,000 

4,000 shares United Shoe, common, par $25 196,000 

Deposits in Bank 20,200 

Money in house 800 

$666,000 
Dividends have been declared as follows: 



Rate 


Stock 


Date of 
Declaration 


Stock of 
Record 


Payable 


2 
2 
2 


PuUman 
General Electric 
United Shoe 


Mar. 15 
Mar. 15 
Mar. 21 


Apr. 1 
Mar. 31 
Apr. 1 


Apr. 16 
Apr. 20 
Apr. 20 



From April 15, 1912, to April 15, 1913, the cash receipts were: 

Pullman Co. 4 quarterly dividends $8,000 

General Electric 4 quarterly dividends 8,000 

Penna. R. R. 4 quarterly dividends 6,000 

United Shoe 4 quarterly dividends 8,000 

Interest on bank balances 300 



$30,300 



And the disbursements for the same period were : 

Debts of testator $4,500 

Expenses of funeral and last sickness 1,500 

Income to the widow 20,000 



$26,000 



The executor figured his commission at 5 i)er cent of the income and 
2V2 per cent of the principal, and drew a check for the amount. He jmid 
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the widow the balance of income on April 15, 1913, and distributed the 
principal in equal shares, at the appraised value, between the widow and 
trust company. 

(a) State how much the executor received for commission. 

(b) State how much the widow received as balance of income. 

(c) State how much cash was paid into the trust fund. 

(Mass., Oct., 1914.) 

6. In the -will of James Lee, who died April 15, 1913, one half of his 
estate was left to his wife, outright; the balance to be held in trust, income 
of which was to go to his wife during her lifetime, and at her death the 

principal to go to Crittenton Home. 
The estate was appraised as follows: 

250 shares of Northern Pacific Ry. Co $40,000 

250 shares of Truckee Gen. Electric Co 41,500 

500 shares of Nevada Cons. Eng. Co. (par $50) 30,750 

1,000 shares of Reno Improvement Co. (par $25) 49,000 

Deposits in Banks 5,050 

Cash 200 

$166,500 



Dividends had been declared as follows: 



Rate 



2 per cent. 
2 per cent. 
2 per cent. 



Northern Pacific 

Truckee General Electric 
Reno Improvement 



Date 
Declared 



March 15 
" 15 
" 21 



To Stock 
of Record 



April 1 
March 31 
April 1 



Date 
Payable 



April 16 
" 20 
" 20 



From April 15, 1913, to April 15, 1914, the cash receipts were: 



Northern Pacific 4 quarterly dividends 

Truckee General Electric 4 " « 

Nevada Cons. Eng. Co. 4 " 

Reno Improvement Co. 4 
Interest on Bank Balances. . . . 



<i 



(( 



$2,000 

2,000 

1,500 

2,000 

75 

$7,575 



Disbursements were : 

Debts of Testator $1,125 

Funeral Expenses, etc 375 

Income of Widow 5,000 



$6,500 



The executor was allowed commissions of 5 per cent of the income and 
2% per cent of the principal, and on April 15, 1914, he paid the balance 
of the income to the widow and distributed the principal in equal shares, 
at the appraised value, between the widow and the trust fund. 
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(a) State the anjount of commission received by executor. 
(5) State amount received by widow as balance of income, 
(c) State amount of cash paid into trust fund. 

(Nev., June, 1915.) 

7. A, who died March 31, 1907, left the following estate (the figures 
given are the appraised valuations) : 

Cash $1,000 

Certificates of Deposit (1 per cent) 2,500 

Real Estate and Improvements 20,000 

Accounts lleceivable, $875, valued at 500 

Capital in business of A, B, C and Co 30,000 

5 per cent Real Estate Mortgage Investment (intc*:;8t due 

June 30 and December 31) 10,000 

Insurance Policies 15,000 

Accounts Payable 250 

Bill Pavable (6 per cent) (Interest pavable May 31 and 

Nov. 30) \ 1,000 

Household Furniture 1,500 

You are required to write up the books of the Estate to June 30, 1907, 
and to prepare a Balance Sheet at that date, taking into account the 
following facts: 

The funeral expenses amounted to $375, and had been paid June 2. 

The Insurance Policies were realized May 31. 

Interest for one-half year on the Mortgage was collected June 30, 1907. 

In accordance with the will, the household furniture was left in pos- 
session of the widow. 

Rents at $200 per month on the Real Estate had been collected for the 
months of April and May. The rent for June was due and uncollected 
on June 30. 

Interest for one-half year on the Bill Payable was paid May 31. 

B and C (the surviving partners of A, B, C and Co.) had agreed to 
purchase A's interest in the business for $30,000, of which they paid 
$10,000 in Cash on May 31, and had given 6 per cent notes, dated May 31, 
for the balance. 

The Executorship Expenses to June 30 had amounted to $350 and were 
paid June 30. 

Pending the final winding up of the Estate, the widow of the testator 
was allowed $200 per month, which had been paid to her for April, May 
and June, payments being made April 25, May 10 and June 10, re- 
spectively. 

The certificates of Deposit were realized April 30, and one-half year's 
interest collected thereon. 

Of the Accounts Receivable $300 had been collected May 1. 

Additional Accounts Payable had been admitted to the extent of $125, 
but had not been paid up to June 30. 

(Note : In your answer, state the Ledger accounts in detail.) (Wash., 
Sept., 1907.) 
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8. The books of a trustee under a will, show the following condition 
April 1, 1909 : 



Assets , 

Cash $3,000 

Bonds: A. B. Co. $10,000 4s, 

July 1, 1915 9,000 

Stock : D. E. Co., 200 shares . 24,000 

Store, 157 K St 20,000 

$56,000 



Liabilities 



Principal $56,000 



$56,000 



Following is the trustee's 

Cash Account, April 1, 1909, to March 31, 1910: 



Receipts 




Payments 




1909 




1909 




Aor. 1 Balance 


$3,000 


Apr. 10 Repairs, store 


$150 


4 Rent, store 


500 


12 Insurance, store .... 


125 


July 1 Interest, A. B. Co . . 


200 


June 1 Bonds, J. K. Co., 




1 Interest on bank de- 




$2,000 6s, April 




posit 


8 


1/40 


2,400 


3 Rent, store 


600 


Brokerage thereon . 
Accrued interest 


5 


31 Dividend, D. E. Co. 


600 




Oct. 1 Interest, J. K. Co . . . 


60 


thereon 


20 


4 Rent, store 


500 


Aug. 15 J. Doe, a/c income. . 


1,250 


1910 




Oct. 20 Repairs, store 


375 


Jan. 1 Interest, A. B. Co. . . 


200 


Nov. 1 Taxes, store 


300 


2 Rent, store 


500 


1910 




16 Sale of store. $27,000 




Jan. 20 Brokerage, for sale 




Less purchase-money 




of store 


540 


mortgage J. Smith, 




Feb. 15 J. Doe, a/c income. . 


1,250 


Jan. 16, 1910, 5 




15 Stock, X. Z. Co., 304 




years. Interest 5% 




sh. pref'd 


33,440 


per annum, pay- 




Brokerage thereon . . 


38 


able semi-annually 5,000 


22,000 






Jan. 31 Dividend, D» E. Co. 


600 






Feb. 12 Sale 100 shares D. E. 








Co 


12,900 






Mar. 2 Dividend, X. Z. Co. 


912 






3 Sale of "rights" D. 








E. Co 


100 







J. Doe is the life tenant. Pay the trustee 5 per cent of gross income; 
pay J. Doe the balance of income and prepare the necessary schedule for 
the trustee's account to a Massachusetts probate court for the period 
beginning April 1, 1909, and ending March 31, 1910. 

(Mass., June, 1912.) 

9. The trustees of an estate of $250,000 make the following invest- 
ments and collect the income : 



CHAPTER XIII 

AUDITING PROCEDURE 

Prior to the Audit — The facts about future engagements are usually 
recorded in a memorandum which gives the name, address, and telephone 
number of client, parties who arranged for the engagement, party to 
receive the report, party to be billed, nature of business, scope of audit, 
date of commencement, estimated time required, staff requirements, and 
compensation rates/ 

Before the agreement is consummated, the auditor should, after a hasty 
examination of the work to be covered, make a rough estimate of the time 
the examination will take.' On account of the risk involved, examinations 
should be on the "per diem" rather than on the "flat contract price" 
basis.* 

Before starting an examination, the auditor should acquaint himself 
with the character of the business, its legal status, special accounts, trade 
customs, etc.^ 

The auditor should secure a letter of introduction to the proper official 
in the client's office.* The procurement of a suitable place to work is 
important; preferably the auditor and his assistants should be in a 
separate room.* Suitable working conditions should -be stipulated before 
any work is done.* 

The auditor should make a list of all the accounting records maintained 
and the clerks responsible therefor.* The auditor must then thoroughly 
master the accounting system in use and detect all the weak points.* 

The junior accountants should be assigned to the various parts of the 
audit according to their special abilities,^^ and all should be warned to 
(a) hold the client's affairs strictly confidential, (b) seek for accuracy 
rather than for speed, (c) use courtesy and tact, (d) take nothing for 
granted, and (e) take all doubtful matters to their seniors and not to the 
client or his bookkeepers." 

Audit Program — When the auditor is thoroughly familiar with the 
accounting system in use, he should prepare in detail an auditing program 
which may be subject to modifications if discoveries arise during the 
audit." 

Many auditing firms use more or less definite audit programs, which are 
usually made in notebook form. There are two kinds of these notebooks, 
one consisting of general instructions in front followed by special in- 
structions as to the particular audit and by specially ruled pages to be 
written up during successive audits," and the second consisting of general 



'For explanation of superior figures see page 307. 

230 



AUDITING PROCEDURE 231 

instructions with blank lines for additional details belonging to the par- 
ticular audit with ruled spaces for the initials of the persons who did 
each part of the audit/^ If these notebooks are made flexible enough to 
prevent their destroying the clerks' initiative, they are excellent in that 
they insure the principals that the outlined work has been done by persons 
who can be held accountable for its accuracy. 

In surprise audits the cash is counted and verified first," otherwise the 
order of its occurrence in the program of procedure varies with circum- 
stances. 

Procedure Where Previous Audits Have Been Made — The auditor 
should, if possible, secure a copy of his predecessor's report, and ascertain 
the reason for the former auditor's displacement, for he must know if 
there are any specific weak spots in the previous work, as he must be able 
either to rely on the report or he must proceed as if no previous audit 
had been made/* Even if the auditor is willing to accept the previous 
auditor's work, he should check the opening trial balance of the period 
under audit with the previous report, in order to detect fraudulent 
changes." As the recommendations of the previous auditor may not have 
been booked, the opening balances should be checked with the correspond- 
ing items of the previous balance sheet." 

Analysis of Accounts — Analyzing accounts is dividing the accounts into 
their component parts. It is usually done by assigning a sheet of 
analysis paper for the debits and another for the credits to the accounts to 
be analyzed." The accounts are transcribed from the ledger, the detailed 
explanations written after the figures, and then recapitulations are made."* 
When an account is to be divided into its component parts, separate 
columns should be used for each sub-account and the items should then 
be distributed under the proper captions." It is not considered necessary 
to analyze all of the accounts, but the important asset and expense ac- 
counts should be analyzed." 

Calling Back Postings — As fraudulent entries are frequently made in 
the ledgers without being made in the books of original entry, it is much 
preferable to check the postings by calling from the ledger to the posting 
media rather than vice versa.^' The subject of verifying postings is 
treated in Chapter II, Volume I. 

Abstracting the Ledger — Instead of calling back the postings, some 
accountants make skeleton accounts on analysis paper, spread the opening 
trial balance in these accounts, post the entries for the period to these 
accounts, and then take a final trial balance." Skeleton accounts would 
he made for all controlling accounts but not for the subsidiary accounts." 
Abstracting the ledger takes more time but is much safer than calling 
})ack the postings, as it gives the auditor data in his permanent file to 
support his report and eliminates the necessity of making check marks in 
the books.^" 

Analysis of Ledger — ^Ledger analysis is a method of locating errors in 



232 C. P. A. ACCOUNTING 

posting." The procedure is to ^assign two columns on an analj'sis sheet 
to each book of original entry, then to classify the entries to each ledger 
account according to the books of ovigiual entry from which they were 
posted and then to post these amounts on the analysis sheet." If no cash 
account is maintained in the ledger, the cash l)alance should be entered 
on the analysis sheet.** The columns on the analysis sheet should then be 
added.** As the totals of the debit and credit entries of each journal 
should agree, the errors are localized, and only the postings of one journal 
need be checked individually.*^ The column totals should also agree wnth 
totals of the entries in the corresponding journals.'*' 

Blocking the Ledger — Blocking the ledger is another method of locating 
errors in posting. The ledger is split into five or six blocks, viz., in a 
000-page ledger, block "a" would contain pages 1 to 99; block "b," 100 
to 199; etc.'* The total debit and credit balances for each block in the 
hi'.t correct trial balance should be obtained and entered on an analysis 
sheet having two columns for each block and two .for the grand totals.^ 
The total debits and total credits in the interim postings in each block 
of the ledger would then be computed, by each book of original entry, 
and recorded in the analysis sheet," the postings from each journal being 
usually checked by using different colored check marks to distinguish them 
from the other postings.** The analysis sheet should then be added 
horizontally and vertically. The balances for each block should equal the 
similar balances taken from the final trial balance, and the footings in 
the "grand total" columns for each book of original entry ought to agree 
with the totals of the entries in the corresponding journal." 

Care of Papers and Books — Great care should be taken not to deface or 
destroy clients' books, as such carelessness greatly antagonizes a client's 
office force."* Papers should be returned to the client ^s office manager 
either in the order received, or, if more economical for a client, in dis- 
arranged order, with an explanation.* 

Employees' Bonds — The auditor should always ask whether all the 
employees, who have access to cash and other valuables, are under surety 
bonds, and if not, should urge that such employees be bonded.*** 

Correction of Errors — Errors located in an audit, if important, should 
be mentioned in the report to the company, and all accounted for in the 
corrected balance sheet." The auditor should not adjust the books during 
an audit but should make a special schedule of the corrections,** and before 
leaving should either see that they are made** or sliould leave instructions 
as to the proper procedure for making them.** 

Auditor's Working Papers — As the auditor has to criticize careless 
methods in others, he should use great care in his own methods and be 
very careful to have a plentiful supply of all kinds of stationery he will 
need.*' He should never record his notes on scraps of paper, but should 
use paper of uniform size.** At the commencement of an audit he should 
head up separate sheets for the points that usually require recording in 
an audit.*' No two kinds of data should be recorded on the same sheet, 
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as such practice would force the auditor to reclassify his data when he 
writes up his report.** Only one side of the sheets should be used * 

Working papers should be arranged according to the accounts with 
which they deal. The papers pertaining to the real accounts should be 
arranged in the order of their related accounts on the balance sheet.** 
The papers relating to the nominal accounts should l)e arranged so that 
the general schedules are supported by their subsidiary schedules.*** All 
the sheets should be numbered consecutively and an index prepared."* 
Sometimes summaries of the work done by each auditor are made below 
the indices.'* 

The auditor's working papers are very important in that they enable 
the members of the firm to review the work of the senior, and Ijecause 
they enable the auditor to substantiate the report even though denied 
further access to the books." The working papers are useful in prevent- 
ing the alteration of figures after the audit, for the balance sheet from 
the previous report ^s alw^ays used as the starting point in the current 
audit." 
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QUESTIONS 

auditing pkocedurb 

General 

1. If you were sent to make the first audit of a concern, what are the 
steps you would take? (N. Y., June, 1912.) 

2. Name the first steps of the auditor in beginning an audit. (Mich., 
June, 1910*; W. Va., May, 1917; W. Va., May, 1919.*) 

3. To what detail should an auditor first direct his attention in begin- 
ning a general review and audit of the books of a concern employing him 
for the first time? (N. Y., Jan., 1907.) 

4. Outside of the general financial books of an undertaking, what are 
the various kinds of documents and papers and other sources of informa- 
tion which are used or referred to by an auditor in the course of his work? 
Fxplain the object of such use or reference in each case. (111., Dec., 
1918.) 

5. What books and papers would you demand, and how would you 
"treat" the same were you called in to make a first audit? How would 
you proceed if called in to make a second, or later, audit of the same 
books, etc.? (N. J., 1904-1909.) 

6. State, in the order of their importance, five rules for the guidance 
of a junior starting on his first audit. (N. Y., Jan., 1911; Kan., May, 
1916.*) 

7. In commencing a new audit, say of a trading concern with several 
branches, what preliminaries would yoago through in order to determine 
the best course of procedure? (Wash., May, 1910.) 

8. Upon beginning the work of an audit of a company whose business 
and the conduct of the same is comparatively unknown to you, how would 
you proceed, and what general precautions would you take? Give a brief 
outline of how you would spend the first day or two. ( Colo., Dec, 1913 ; 
Ohio, Nov., 1915; N. Y., Jan., 1917*; Ohio, Nov., 1918.*) 

9. Give a brief description of the books of a corporation that should 
be examined and inspected by the auditor and state the reasons why such 
examination or inspection should be made. (N. Y., June, 1908; La., May, 
1913.*) 

10. What are the principal books and records to be audited with refer- 
ence to personal business, firm or corporation? (Cal., June, 1904; Wash., 
May, 1911.) 
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11. What means should be taken by an auditor to satisfy himself of 
the accuracy of the entries on Ledgers^ Cash Books, Journals and Sales 
Books! (111., Nov., 1903.) 

12. What proofs do you apply to insure the correctness of an audit? 
(R. I., Dec., 1907.) 

13. State where you feel that your duty ends in the correction of 
errors located during an audit after the books are closed. (Colo., Dec., 
1913.) 

14. Should an auditor always investigate and report whether or not 
employees are under bond f What classes of employees should be bonded ? 
(N. Y., Jan., 1916.) 

15. How far does your duty as auditor require you to go outside of 
the books in furnishing a statement of the condition of a business at a 
given timet (Pa., May, 1902; HI., Nov., 1908*; Mass., Oct., 1916.*) 

16. On undertaking the audit of the accounts of a company, in what 
condition would you expect to have the books, documents and records 
when submitted to you? (N. Y., Jan., 1907.) 

17. An auditor, who is employed to close the accounts of a company and 
prepare a Balance Sheet, finds that the current work is two months behind 
and that no trial balance has been taken for more than twelve months. 
How should he proceed? (N. Y., June, 1911; Va., Nov., 1918; N. Y., 
June, 1919.*) 

18. What should the auditor require of a company or firm whose books 
he is to audit? (N. Y., Dec, 1896*; N. Y., Jan., 1902; Cal., May, 1908*; 
Ohio, March, 1910*; Mich., June, 1910*; Mich., Jime, 1912.*) 

19. Explain fully in what manner you would prove the correctness of 
the additions of the books in conducting an audit. (N. C, June, 1916.) 

20. What precautions should an auditor take to guard against errors 
where the system of bookkeeping is a simple character? (N. Y., Jan., 
1917.) 

21. Explain briefly what importance you place upon the verification of 
(1) footings of books of original entry; (2) footings of Ledger accounts; 
(3) postings. (Wis., May, 1916.) 

22. Describe the process and state some of the purposes of analyzing 
a Ledger. (N. Y., Dec., 1896; Md., Oct., 1903*; N. J., 1904-1909*; Cal., 
May, 1908*; Fla., July, 1909*; Va., Nov., 1910*; N. Y., June, 1914.) 

23. What is meant by the analysis of an account? (Cal., Nov., 1916.) 

24. State how you would proceed to analyze the accounts in a Ledger, 
giving reasons for the methods you would employ. (N. Y., June, 1908.) 

25. In conducting an audit, where it is necessary to make a full and 
complete analysis of all Ledger accounts, to what extent would you feel 
called upon to verify the mechanical accuracy of such Ledger accounts 
and the trial balance taken therefrom? Give reasons. (N. Y., June, 
1918.) 
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26. State what effect, if any, the degree of internal check found in an 
office would have upon your methods of conducting an audit of that con- 
cern. Illustrate. (Fla., April, 1908* ; A. I. of A., Nov., 1917* ; A. I. of 
A., May, 1918*; Ohio, Nov., 1918; Ind., Nov., 1918*; Ohio, Nov., 1919.*) 

27. In auditing a set of accounts, what precaution should be taken to 
reconcile the period under review with the former auditor's report for the 
previous period? In the absence of precaution, how may the accounts be 
adjusted to cover errors and irregularities in the period to be audited, so 
that they may escape detection? (N. Y., June, 1915.) 

28. In making an audit, what would you do under the following con- 
ditions or instructions: With limitation; without limitation; where an 
audit has been previously made to a certain date? (Cal., June, 1904.) 

29. In an audit of a set of books provided with proper controlling 
accounts, to what extent would you check ledger postings? (N. C, Aug., 
1917.) 

30. How far should an auditor inquire into the work of his predecessor, 
and what circumstances might affect his decision upon this point? (Pa., 
Nov., 1899; Md., Oct., 1903; Mich., July, 1906*; Wash., Aug., 1908.*) 

31. How would you prove the correctness of an audit made by another 
accountant at a previous date and how would you protect yourself in a 
report of your audit? (Mich., Nov., 1907.) 

32. As an auditor, to what extent would you charge yourself with re- 
sponsibility for the accuracy both as to facts and figures of the starting 
Balance Sheet? (Ill, May, 1913; Ohio, Nov., 1915.) 

33. In auditing the books of a manufacturing company, what impor- 
tant principles are involved? Answer fully. (111., May, 1905; Ind., 
June, 1916.) 

34. How would you proceed if the accounts of a corporation which you 
were auditing were in your judgment incorrect and you were unable to 
induce the officers to make the changes you deemed imperatively called 
for: (a) If you had been elected as auditor by stockholders; (b) \t you 
had been appointed by the directors; (c) if you had been instructed by 
the president on the request of the company's bankers or note brokers? 
(A. I. of A., May, 1918.) 

Audit Programs 

35. Describe fully the plan of audit of the books of a concern with 
which you are personally familiar. (N. Y., Dec., 1897; N. Y., June, 1900; 
N. Y., June, 1901 ; N. Y., Jan., 1902 ; N. Y., June, 1902 ; 111., Nov., 1903 ; 
Md., Oct., 1903* ; Pa., May, 1903* ; N. J., 1904-1909* ; Pa., Nov., 1904* ; 
N. Y., June, 1904; Pa., May, 1906; Mich., July, 1906*; N. Y., June, 1906*; 
Wash., April, 1906* ; Mich., Nov., 1907* ; Wash., Aug., 1908* ; Fla., April, 
1908*; Md., Jan., 1909*; Fla., July, 1909*; Ohio, March, 1910; Mass., 
June, 1910; N. Y., June, 1911*; Va., Oct., 1911*; Mich., June, 1912*; 
N. Y., June, 1912* ; La., May, 1913* ; Mich., June, 1913* ; Mich., Dec, 
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1913* ; Ohio, Nov., 1913* ; Wis., April, 1914* ; Mich., June, 1914* ; Mass., 
Oct., 1915* ; 111., Dec., 1916* ; Mich., Dec., 1916* ; 111., May, 1917* ; Mass., 
Oct., 1917* ; N. D., July, 1918* ; Va., Nov., 1918* ; Iowa, Dec., 1918 ; Mich., 
June, 1919*; Ohio, Oct., 1919*; Okla., Nov., 1919*; N. C, June, 1920.*) 

36. Name some of the distinctive elements in an audit of a mercantile 
corporation. (N. C, June, 1916.) 

37. What course should be pursued in an audit where it is impossible, 
owing to the great volume of business, to check the postings to subsidiary 
ledgers? (N. Y., June, 1904; Mich., Nov., 1907; Wash., Aug., 1908*; 
Ohio, March, 1910.*) 

38. On a partial audit how would you proceed to prove the general 
correctness of the books? Explain fully. (Pa., Nov., 1901.) . 

39. Explain the principal points to which an auditor should direct his 
attention in conducting the audit of an incorporated company. (N. Y., 
Dec, 1896; Pa., May, 1902*; N. Y., June, 1902*; Mich., Dec, 1906.*) 

40. How should the accountant proceed if required to audit the accounts 
of a firm which kept only a Cash Book and Journal, but had preserved all 
the invoices and vouchers pertaining to the business? (N. Y., June, 1901; 
Mass., June, 1913.*) 

41. Describe clearly your method of procedure under a Balance Sheet 
audit and under a detailed audit. (Okla., Nov., 1919.) 

42. In making an audit of the accounts of a corporation for the first 
year of its existence what method of procedure would you pursue and 
what records would you want to examine in addition to the books of ac- 
count? (N. Y., June, 1906.) 

Audit fcs Fraud 

43. What measures do you adopt to protect yourself against imposition 
by persons who have access to the books while you are auditing them? 
(R. L, Dec, 1907.) 

44. Describe how an audit of a set of books can be conducted without 
the knowledge or suspicion of the bookkeeper. (N. Y., June, 1915; N. D., 
July, 1919.*) 

45. The receiver of an insolvent mercantile corporation, suspecting that 
the president and secretary-treasurer, who are heavy stockholders, have 
been "milking" the company for their own benefit, has decided to have 
an examination made of the books. The personal accounts of the officials 
in question appear to be cori'ect, these accounts having been credited only 
with the salaries at the proper rate and charged with drawings, the 
balances remaining on the accounts being merely nominal. 

Assuming the existence of a complete set of books, how would you pro- 
ceed with the examination in order to substantiate or refute the correct- 
ness of the receiver's suspicions? (Wash., May, 1911.) 

46. What precaution should an auditor take to guard asrainst possible 
fraud? (X. Y., Jan., 1904.) 
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47. In investigation for suspected fraud, what preliminary scrutiny 
should the auditor make? (S. C, Sept., 1919.) 

48. In auditing the books of a concern where defalcations are sus- 
pected, what special precautions would you employ? (Ohio, Oct., 1919.) 

49. In the case of an unexplained absence of a bookkeeper who ha& 
had the entire charge of a set of partnership books, state the steps that 
should be taken to determine whether or not irregularities had been com- 
mitted. (N. Y., Jan., 1911; N. D., July, 1916.) 

50. You are asked to examine the accounts and verify the assets and 
liabilities of a country bank which is a "one man" institution, the man- 
agement being conducted for the most part by one of the directoi-s, who 
also does the bookkeeping work with the assistance of a stenographer and 
office boy. You will find the position to be as follows after you have ad- 
justed the accounts: 



Cash on Hand 

Cash on Deposit with other banks 

Bills Receivable 

Real Estate and Building 

Furniture and Fixtures 

Capital Stock 

Surplus and Undivided Profits, $12,300.00, less 
Suspense Account representing a shortage 
which you find to exist, all differences being 
carried to Suspense Temporarily $7,600.00. 

Individual Accounts of Depositors 

Certificates of Deposit Outstanding 



Debits 



$2,800.00 

6,400.00 

79,500.00 

10,400.00 

1,200.00 


$26,000.00 

4,700.00 
17,800.00 
52,800.00 


$100,300.00 


$100,300.00 



Credits 



Ten days after you report this condition the officer advises that he made 
good the shortage of $7,600 after the date of the audit by turning over a 
mortgage in that sum on a property which has an appraised value of three 
times that amount. He requests you to return to the bank to inspect said 
mortgage and relative papers as to value so that you will be able to satisfy 
yourself as to the bona fides of this item and then give the bank an un- 
qualified certified statement. 

Advise what attitude you would take under such circumstances in the 
form of a letter addressed to the officer in reply to his request. 

(111., Dec., 1917.) 



Audit of Nominal Accounts 

51. Where a set of books shows a loss, and the nature of the business, 
etc., warrants the belief that there was a profit, for the purpose of an 
audit, what special accounts, etc., would you outline for examination, and 
what method would you pursue? (P^m May, 1905; Mich., Nov., 1007.) 
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52. IIow may the auditor know that the Balance Sheet and the Profit 
and Loss account of his client have included all income and expenditure 
applicable to the period under review? (N. Y., Jan., 1902.) 

53. In a complete audit covering a fiscal year, to what extent would 
you audit operating expenses and revenues other than to verify the cash 
in and outgo? (N. C, June, 1920.) 

54. AVhat character of expenditures would you require other evidences 
of regularity for than the regular approved vouchers? (N. C, June, 1919 ; 
N. C, Sept., 1919.) 

Audit of Real Accounts 

55. Given the following accounts appearing on the Ledger of a company 
whose books you are asked to audit: (a) Accounts Receivable; (6) Cash; 
(c) Goodwill; (d) Notes Receivable; (e) Real Estate; (/) Machinery and 
E^quipment; (g) Organization and Promotion Expense; {h) Inventories; 
(i) Accounts Payable; (j) Accrued Interest; (k) Accrued Wages; {I) 
Notes Payable; (m) Mortgage Bonds; (n) Capital stock; (o) Sinking 
Fund; (p) Sinking Fund Reserve; outline your method of procedure in 
making a balance audit and state what you regard as necessary in making 
such an audit. (Ohio, Nov., 1913; N. D., Aug., 1917.) 

56. In examining the accounts of a corporation for the firet time, in 
anticipation of an increase and sale of capital stock, specify at least eight 
precautions you would take to confirm the belief that all liabilities were 
on the books. (Okla., Nov., 1919.) 

57. How would you satisfy yourself that the assets of a corporation 
were not overstated and the liabilities not understated? (Del., June, 1915.) 

58. What evidence should an auditor require as to the existence of 
assets (other than book debts) appearing in a Balance Sheet, and as to 
the correctness of the amounts as entered in the books? (N. Y., June, 
1899; 111., Nov., 1908.) 

59. How would an auditor proceed to verify the current assets? (111., 
May, 1904.) 

60. What evidence should be required as to the correctness of values of 
assets (other than customers' accounts) entered in the books? (N. Y., 
Dec., 1896.) 

61. State your procedure of verifying capital assets. (N. C, June, 
1920.) 

62. How should one proceed in order to ascertain that all the liabilities 
are shown in a Balance Sheet? (N. Y., June, 1897; N. Y., Dec., 1898; 
111., Nov., 1903; 111., May, 1904; Mich., Dec., 1906; Wash., May, 1910; 
Mass., June, 1910; 111., Dec., 1910; Mass., April, 1911*; Va., Oct., 1912; 
La., May, 1913* ; 111., May, 1915* ; Ohio, Nov., 1915* ; Ind., June, 1916* ; 
Ohio, Nov., 1916*; Mich., Dec., 1916*; A. T. of A., June, 1917*; Ind., 
Nov., 1917*; A. L of A., Nov., 1918*; Ind., Nov., 1918*; W. Va., May, 
1919*; Ga., May, 1910.*) 
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63. Point out what you would like to find by way of system that would 
simplify the task of satisfying yourself that all outstanding liabilities of a 
business are properly taken up in the Balance Sheet? (A. I. of A., Nov., 
1918; W. Ya., May, 1919.) 

64. When Plant and Deferred Asset accounts are increasing, should an 
auditor attempt to ascertain whether or not production is increasing to the 
same relative extent? (A. I. of A., May, 1919.) 

65. As a public accountant, you are asked to prepare and certify to the 
Balance Sheet of a company at December 31, 1913. The president of the 
company informed you that a tentative Balance Sheet, a copy of which is 
submitted to you, has already been issued by him to the company's bankers 
and note brokers. He is consequently anxious that you accept his classifica- 
tion of assets and liabilities. On an examination of the Balance Sheet the 
following points come to your notice: 

(1) Included under Real Estate, Plant and Equipment, is an item of 
$25,000, representing the cost of certain unimproved real estate which the 
company had purchased five years ago, intending to build a branch factory. 

(2) The Accounts Receivable are stated at $571,435.25, an analysis of 
which shows its composition to be as follows: Customers' accounts, 
$325,671.10; Due by Officers and Employees, $30,131.05; Capital Stock 
Subscriptions, not fully paid, $175,500; Advance payments on merchan- 
dise purchased, $31,000; Bonds due October 31, 1913, $9,133.10; Total, 
$571,435.25. 

(3) The reserve for loss on Customers' accounts is shown as a separate 
item on the liability side of the Balance Sheet. 

(4) The accounts payable of $301,210.96 include a balance of 
$31,231.35 due to a subsidiary company. 

State as briefly as possible how you would deal with these items in pre- 
paring your Balance Sheet, and in what instance you would accept your 
client's classification. (Ohio, Nov., 1916; Mich., Dec., 1916.*) 

66. You are called upon to certify to the correctness of the Balance 
Sheet of a large manufacturer of forgings. The financial officers state 
that it is not necessary for you to go into any of the operating transactions 
of the company, that all they want you to do is to verify the assets and 
liabilities as at the opening of the business at January 1, 1917. 

Please state the manner in which the Balance Sheet accounts will be 
verified. Submit your answer in certificate form, using your own Balance 
Sheet figures. (Pa., Nov., 1917.) 

67. On December 31, the office of a company with which you have 
previously been connected as auditor is burned and all its records com- 
pletely destroyed. Its plant is, however, saved, and its business can be 
continued without any break. You are called upon to assist in the prepara- 
tion of a Balance Sheet and open up new books without delay. How would 
you proceed? You have in your possession a Balance Sheet prepared by 
yourself at the close of the preceding year. You will incidentally also be 
required to prepare the company's return for income tax purposes. (A. 
I. of A., Nov., 1918.) 
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Working Papers 

68. (a) What are the working papers of an audit? (6) How should 
they be marked? (Mass., Oct., 1915.) 

69. Give yonr idea as to the purposes of working papers. (Cal., Nov., 
1916.) 

70. How would you prepare the working papers of an audit? (Ohio, 
Nov., 1913*; Cal., Nov., 1916.) 

71. What should be included in the working papers of an audit? (HI., 
May, 1915*; Cal., Nov., 1916.*) 

72. Should a public accountant preserve his audit or working papers? 
Why? (111., May, 1015.) 

73. What would be your method of preserving the working papers after 
an audit? (Ohio, Nov., 1913.) 

74. Describe a proper arrangement of audit working papers: (a) dur- 
ing the audit; (b) when ready for filing. (Ohio, Nov., 1913*; 111., May, 
1915*; Mass., Oct., 1915*; A. I. of A., Nov., 1919.) 

75. Outline working papers and office records necessary to handle de- 
tailed semiannual audit of a wholesale mercantile house. (N. Y., Jan., 
1911.) 

76. Write a one-thousand-word statement containing instructions which 
you would give to a young fellow just entering j^our accounting office on 
the subject of working papers. (Mich., Dec, 1916.) 
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PROBLEMS 
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1. In taking off a trial balance a bookkeeper finds that his debit footing 
exceeds the credit by $131.56, which amount he carries to a Suspense 
account. Later he discovers that a purchase amounting to $417.50 has 
been debited to a creditor as $192.94; that $312.50 for depreciation of 
machinery had not been posted to Depreciation account; that $500 with- 
drawn by the proprietor had been charged to Wages account; that a 
discount allowed to a customer of $76.13 had been posted to the wrong 
side of Merchandise Discount; that the total of the Sales Returned was 
footed $5 short. Give entries showing how you would remedy these 
errors, and starting with the original difference, prepare a supplementary 
schedule showing whether the books are now in balance. 

(111., Dec., 1910.) 

2. The following are summarized trial balances of a manufacturing 



company as oi Decemw 


jr 61, lyotj. 


and June ^u, 


lyUY : 




Capital Stock 




$300,000.00 




$300,000.00 


Deoentures 




100,000.00 




100,000.00 


Cash 


$25,127.96 




$34,321.90 




Inventory 


351,362.14 




396,609.50 




Accounts Payable 




15,256.59 




19.690.23 


Account Receivable 


24,200.50 




54,009.16 




Real Estate, Buildings, 








1 


etc 


110,910.54 




115,602.73 




Stocks and Bonds 


21,650.36 




22,321.14 




Unexpired Insurance .... 


1,550.25 




1,824.67 




Surplus 




119,545.16 




119,445.16 


Profit and Loss account, 










1907 








85,553.71 




$534,801.75 


$534,801.75 


$624,689.10 


$624,689.10 



The books of the company were audited as at December 31, 1906, and 
in making up the accounts at that date, the auditors made the following 
adjustments: (1) Transferred to Profit and Loss, $8,462.14, which had 
been improperly charged to Real Estate and Buildings; (2) wrote off $3,600 
for depreciation of buildings, etc.; (3) brought into Expense account 
liabilities amounting to $1,250 which had been incurred in 1906 but were 
not entered on the books until January, 1907; (4) reduced the value of 
inventory by $14,920. 
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PURCHASES 
(1907) 

Feb. 2. 100 shares D. Q. stock, par $100 each, at $109.50. 

Mar. 5. 10 S. P. bonds maturing 1950, $1,000 each, 6% January 1 and 

July 1, at $1,010 and accrued interest. 
Apr. 10. Bond and mortgage for $5,000 . maturing 1912; interest 5% 

April 1 and October 1. 
Oct 6. 10 S. P. bonds maturing 1950, $1,000 each, 6% January 1 and 

July 1, at $1,020 and accrued interest. 

SALES 
(1907) 

Oct. 5. 100 shares of D. Q. stock, par $100 each, at $110. 

The D. Q. stock pays quarterly dividends as follows: April 1, 1^%; 
July 1, 1%% ; October 1, 2%. These dividends are received respectively 
on April 3, July 5, and October 3. 

The interest on S. P. bonds is received July 2, and the interest on the 
bond and mortgage for 5 months and 20 days is received on the date due. 

On April 10 the trustees borrow from the bank $1,100 on the collateral 
note and repay the loan October 10, with interest at 6% per annum. 

Prepare cash account, principal and income accounts of each security, 
interest, and dividend account and trial balance as of October 10 (1907). 

(N". Y., June, 1908.) 
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The auditors were again called in at June 30^ 1907, and found that the 
adjustments made by them at the previous audit had been ignored so far 
as the books were concerned. They also found that during the half year 
$1,000 had been charged to Buildings instead of to Expense account; that 
no provision had been made during the year for depreciation, amounting 
to $1,800, and that the inventory of June 30 was overvalued to the extent 
of $9,840. On the other hand, the insurance unexpired was incorrectly 
calculated and should have been $2,774.67 instead of $1^24.67. 

1. Prepare the audited Balance Sheet at June 30, 1907. 

2. State the amount of the profits for the half year as audited. 

3. Prepare schedules showing how the audited Balance Sheet is made 

up and hbw it can be connected with the book figures. 

(Pa., Nov., 1906.) 

3. You are asked to prepare the operating and financial statements of 
a partnership from the accounts kept upon the General Ledger. You 
discover that the following notations are made for your consideration and 
you are asked to give: 

(a) The adjusting entries necessary to record such items and amounts 

as in your judgment should be recorded upon the Ledger. 
{b) The effect upon current operating profits of each of the entries 

so made, 
(c) Your reasons for not recording those items which you believe 
should not be placed upon the Ledger. 

1. Merchandise sold to "X" in the previous fiscal period, but returned 

by him daring the period under consideration. No entry had 
been made for the return. Value of merchandise returned, $500. 

2. Depreciation at the rate of 10 per cent per annum on brick buildings 

valued at $40,000. 

3. Depreciation at the rate of 10 per cent per annum on automobile 

trucks valued at $5,000. 

4. Increase of $100 in the cash surrender value of the life insurance 

policies on the lives of the partners. Annual premiums, $350. 

5. Material invoiced at $10,000 in transit from the "A" Company. 

6. Sinking Fund Reserve of $10,000 and a sinking fund contribution of 

$10,000 cash, as called for in the bond recital. 

7. A reserve of $500 for anticipated cash discounts to be taken by 

customers. 

8. A reserve for $750 for anticipated cash discounts to be taken for 

the creditor's invoices by the partnership. 

9. Sale of old motors for $500 cash, net book value $300. This sale 

heretofore carried on memorandrm only. 

10. Interest of $12.50 on notes payable. 

11. Estimated taxes accrued as follows : Property, $500 ; income, $450 ; 

excess profits, $400. 

12. Interest at 5 per cent on partners' investments ; due to "A," $1,500 ; 

due to "B," $3,000; profits and losses divided in proportion to 
capital contributed. 
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13. A reserve of $5,000 for contingencies is to be created. 

(Wis., April, 10 IS.) 

4. When auditing: the books of a company which are not in balance, 
the f ollowinjr errors are discovered : 

1. A check drawn for $110 is entered in the Cash Book as a collection 

of $100 and posted to the debit of the creditors' account as $110. 

2. A customer's credit memorandum of $25 is included as a sale and 

posted to the credit of the Customer's account as $20. 

3. The debit side of the Cash Book is underfooted $100 and a check 

drawn for $100 in payment of a creditor's account is not entered 
in the Cash Book. 

4. Discounts received of $250 are posted as discounts allowed. 

5. Capital stock to the par value of $5,000 was issued and charged to 

the president; $2,500 of this stock was sold by him at par and 
the proceeds credited to the Capital Stock account. The balance 
of the issue, $2,500, was later canceled, and the Capital Stock ac- 
count charged and the President's account credited with that 
amount. 
To correct the foregoing errors, prepare Journal entries for accounts 
in the General Ledgers and Subsidiary Ledgers which are conti*olled by 
accounts in the General Ledger. 

(Mo., Dec., 1915; Kan., Dec., 1915.) 

5. You are called in as a public accountant to assist a firm in the 
preparation of a Balance Sheet as at December 31, 1915, and in 
balancing the books. After examination you find the following facts: 

1. On January 3, three items, amounting to $50,000 in the aggi'egate, 

were received in cash, but were entered as at December 31, 1915. 
No Cash account is kept in the General Ledger. 

2. An item was posted to the credit of an account in the Sales Ledger 

from the Cash Book as $5,050 instead of $50.50. A Sales Ledger 
account is kept in the General Ledger. 

3. The Petty Cash fund is kept on the imprest system. On December 

31, 1915, a voucher covering expenditures to date was passed and 
entered in the Voucher register. The check in payment thereof 
was not entered in the Cash Book until January 3, 1916. 

4. A building had been destroyed by fire, and the insurance recovered 

had been credited to the Asset account and the cost of replacement 
had been debited thereto. 

5. An item was posted to the debit of the Interest account in the Gen- 

eral Ledger from the Journal as $3.03. It should have been $303. 

6. Sales aggregating $25,000 were entered on the books as at December 

31, 1915, but the gx)ods were not all delivered until January 25, 
1916. 
Indicate what adjustments you would make of the books or of the 
accounts for the purpose- of statement on the Balance Sheet. Give Journal 
entries. 

(111., May, 1916.) 
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6. The Merchant* CoiiperatJvc Manufacturing Company sells its prod- 
ucts to retailers who are stockholders in the company. Shares of capital 
stock are sold at a premium; and retailers are induced to become stock- 
holders by the argument that they can buy superior goods not only at 
low prices but eventually share in the distribution of profits by dividends 
on capital stock holdings. Goods shipped to retailers are billed at selling 
prices to be paid for when sold or, in any event, within six months. 

The published Balance Sheet of the company at the close of the first 
year's business is as follows : 



Brands, Trade Marks and 

Copyrights $100,000 

Cash 15,0JJ 

Inventories lOC.OJO 

Due from Dealers on Ship- 
ments 60,000 

Organization Expenses 36,000 

Furniture and Fixtures 5,000 

Treasury Stock 10,000 

Due on Capital Stock Sub- 
scriptions 65,000 

$391,000 



Current Accounts $13,800 

Dividends Payable to Stock- 
holders 7.200 

Capital Stock, Authorized 

issue 250,000 

Surplus 120,000 



$391,000 



You ascertain the following facts: That the operating profit on sales 
amounted to $12,400, being 7V^ per cent on total sales; that 10 per cent 
has been written off of Organization Expense and charged to Surplus; 
that unpaid capital stock subscriptions include premiums amounting to 
$15,000; that the original subscriptions against which balances remain 
unpaid amounted to $65,000 (par value) ; and that capital stock certifi- 
cates are not issued until fully paid for; that premiums have been paid on 
capital stock certificates issued in the amount of $13,800; that "Brands, 
Trade Marks and Copyrights" acquired were bought for $10,000 cash ; that 
a dividend of 3 per cent has been declared on capital stock ; that treasury 
stock has not been issued. From the data submitted you are asked to 
criticize the published Balance Sheet, prepare an Adjusted Balance Sheet, 
and write a brief report thereon for the information of a stockholder. 

(Wis., April, 1915.) 

7. In checking the Inventory sheets and Ledger accounts dealing with 
materials you found that the following errors had occurred : 

December 31, 1916. An item of $500 was added to Inventory sheet 
after totals had been obtained and was not entered in the Ledger account. 

December 31, 1916. An error of $1,000 in adding the inventory ex- 
tensions resulting in an overstatement of the inventory by this amount. 

December 31, 1917. An error is made in valuing one lot of material, 
the result of which is an overstatement of the inventory value to the 
amount of $2,000. 
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December 31, 1917. An error of $10,000 in footing the inventory ex- 
tensions, resulting in an understatement of the Ledger Inventory by this 
amount. 

December 31, 1917. An invoice of $4,000 for materials just received 
included in Accounts Payable but the amount was not included in the 
inventory. 

You are asked to draft the necessary Journal entry or entries to con-ect 
these errors, and to show the net effect of the errors n]ion the profits of 
each of the two yeare. Assume that the profits shown on the Ledger for 
1916 were $20,000 and for 1917, $30,000. 

(Wis., April, 1918.) 

8. In taking up the audit of the accounts of a company for the year 
ending December 31, 1912, you find that the adjustments made at the 
previous audit for the year 1911 have not been taken on the books, and 
tliat, therefore, the books are not in agreement with the audited accounts 
as of that date. Assuming the following were the adjustments referred 
lo, what, if any, disposition would you make of the items at this audit, 
illustiating your answer with draft journal entries, viz. : To record : 

1. Invoices for Merchandise in Transit at December 31, 

1911, not on books $5,000 00 

2. Invoices for Merchandise received but not entered . . 10,000 00 

3. Reserve for Bad Debts (said debts were written off 

in 1912) 2,000 00 

4. Factory Expense Bills for 1911 not entered until 

January, 1912 750,00 

6. Pay-RoU accrued at December 31, 1911 6,000 00 

6. Insurance Premiums paid in advance at December 

31, 1911 500 00 

7. Taxes for year ending December 31, 1911, not entered 

until May, 1912 1,000 00 

8. Reserve against excess valuation of Inventory, Decem- 

ber 31, 1911 10,000 00 

9. Depreciation not taken up on books prior to January, 

1911, $5,000; year ending December 31, 1911, $1,000 6,000 00 
10. To write off an unlocated difference in the Accounts 
Receivable Controlling Account at December, 
1911, which, however, was located and canceled 
in 1912 1,500 00 

(111., Dec, 1913.) 

9. In closing the books of a corporation December 31, 1917, you find 
the following: 

(a) Inventory January 1, 1917, was overstated $10,000 on account of 
an error in addition of inventory sheets. 

(b) Two invoices for merchandise purchased, dated November 1 and 
15 1916, aggi-egating $1,000, were not set up as a liability in the books 
prior to January 1, 1917. 

(c) Coupons amounting to $500 for interest on Liberty Bonds due 
January 1, 1918, had not been entered on the cash book by the book- 
keeper though deposited in Bank on date of maturity. 



248 



C. P. A. ACCOUNTING 



(d) Interest on demand Notes Payable of the Company $90 to January 
1^ 1918, was not entered on the books. 

(e) Interest on Notes Receivable held by the Company $90 to January 
1, 1918, was not entered on the books. 

(f) The Board of Directors declared a dividend of $5,000 January 
1, 1918, payable January 21, 1918. 

(p) You are requested to set up a Reserve for Depreciation of Physical 
Assets; Reserve for Possible Bad Debts; Reserve for knoAvn Bad Debts; 
you are further requested to establish a Cash Funded Reserve for the 
amount the Physical Assets have depreciated. 

Formulate the Journal Enti'ies you consider necessary in order to pre- 
pare a Balance Sheet as of December 31, 1917, and a statement of 
earninjjs for tlie year then ended. 

(Va,, Nov., 1918.) 

10. From the balance sheet of the Lansdale Monotile Company, dated 
December 31, 1918, as ])elow, top^ether with the information following, 
show the trial balance bei'oro dosing^. 

THE LANDSDALE MONOTILE COMPANY 

Balance Sheet 
December Sly 1918 



Land and Buildings 
Less Reserve for 
Depreciation . . 

Machinery and 

Equipment 

Less Reserve for 
Depreciation . . 

U. S Victory Bonds 
Merchandise Inven- 
tory 

Cash 

Accounts Receiv- 
able 

Less Reserve for 
Doubtful Ac- 
counts 

Notes Receivable . . 

Accrued Interest 

Receivable 



Assets 
$500,000.00 

120,000.00 $380,000.00 



$200,000.00 

80,000.00 120,000.00 
100,000.00 



125,000.00 
58,000.00 



$250,000.00 



12,500.00 237,500.00 

100,000.00 

4,500.00 

$1,125,000.00 



Liabilities and Capital 

Capital Stock $300,000.00 

Notes Payable 350,000.00 

Accounts Payable. . 158,000.00 
Interest Accrued 

Payable 3,000.00 

Surplus 314,000.00 



$1,125,000.00 



The accruals at the time of closing were: 

Interest on notes payable, $3,000; depreciation on buildings, $20,000; 
interest on notes i-eceivable, $2,000; depreciation of machinery and equip- 
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ment, $30,000; interest on Victor j' Bonds, $2,500; provision for doubtful 
accounts, $12,500. The other nominal accounts closed out were: Sales, 
$325,000; administrative expense, $50,000; cost of goods sold, $125,000; 
selling expense, $25,000. (A. T. of A., May, 1920.) 



CHAPTER XIV 

AUDITOR'S REPORTS AND CERTIFICATES 

Content of Report — The auditor's report usually consists of a presenta- 
tion, certificate, comments, and statements bound into a stift paper folder 
either at the top or side/ 

Presentation — The presentation is usually a letter stating that the 
audit has been completed and that therewith are submitted a certificate, a 
certain number of pages of comments, and certain exhibits and schedules 
(listed).* Sometimes the comments* and certificates* are incorporated in 
the letter of presentation. 

Certificates — The auditor's certificate should be as concise as is prac- 
ticable.* A certificate that the statements agree with the books is valueless, 
as the books may be wrong." The ideal certificate, possible only when the 
auditor's suggestions have been booked, is for the auditor to state:' 

We have audited the accounts of for the year ended and 

WE CERTIFY that the above balance sheet and profit and loss state- 
ment agree with the books and in our .opinion correctly set forth the 
financial condition of the company as of 

If the auditor's changes were not booked, the words "agree with the 
books and" should be omitted. Another excellent variation is for the 
auditor simply to certify that he has audited the books and accounts and 
that in his opinion the financial statements are correct.* 

Where qualifications to the certificate are necessary they should be 
made without fear or favor.' In making qualifications care should be 
taken to differentiate between limiting responsibility about a point which 
is believed to be correct and calling attention to what the auditor thinks 
^re errors.**' The statement that the inventories of merchandise have been 
accepted by the auditor as to the quantities listed therein by the manager, 
but that they have been verified by himself as to prices, extensions, and 
footings is an illustration of a limiting qualification, while the statement 
that no depreciation has been set up would be an example^ of a qualifica- 
tion calling attention to an error. 

(Certificates are sometims written below the balance sheet" and some- 
times on a page apart from the statements." The former is preferable, 
where practicable, as it prevents the balance sheet from being used with- 
out the qualifications which may have been placed thereon by the auditor. 
When the comments are permanently bound with the balance sheet" or 
when below each statement is wntten "This statement is subject to our 

^For explanation of superior figures see page 307. 
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comments upon the examination,"" the danger of the statements being 
used without the qualifications is minimized. 

Comments — The nature of the comments depends upon the purpose of 
the investigation." For instance, a banker would not desire detailed 
comments on the accounting system or a list of missing vouchers, but 
would greatly appreciate comments on the probable use of the pro- 
spective loan, the future demand for fluid capital, and the firm's ability 
quickly to realize on its assets." The use of good English is very im- 
portant, for the report must be both informing and interesting." 
"Literary" style is unnecessary, as simple and correct English will suf- 
fice." Some accounting firms use standard paragraphs in an effort to 
improve the English of their reports." While the use of standard para- 
graphs will improve the grammatical construction of the report, it is 
liable to hamper the accountant in his attempt to comment as briefiy as 
possible on the points of interest to his client. 

Statements — The statements included in the report consist of exhibits 
and schedules.*® The exhibits are the balance sheet and profit and loss 
statement and occasionally a statement of affairs and a statement of cash 
receipts and disbursements, while the schedules usually are supporting 
statements showing the details of certain accounts." The exhibits are 
usually denoted by letters, the notation being made at the bottom of the 
page, while the schedules are denoted by number, both the letter of the 
exhibit which it supports and its own number as a schedule being noted at 
the bottom of the page." 

As the report should be kept clear of all unnecessary material, usually 
it is unnecessary to prepare schedules of trade debtors and creditors or of 
missing vouchers and paid checks," although some accountants always pre- 
pare schedules of the accounts and notes receivable, accounts and notes 
payable," missing "paid" vouchers, and missing returned bank checks." 

For ordinary reports the forms of the balance sheet and profit and loss 
statement shown in Chapters III and IV, Volume I, respectively, 
are satisfactory, but for reports to be submitted to a Federal Reserve 
Bank a special certificate and special statements should be prepared. 
The special certificate desired is: "I have audited the accounts of 

for the period to and I 

certify that the above balance sheet and statement of profit and loss have 
been made in accordance with the plan suggested and advised by the 
Federal Reserve Boards and in my opinion set forth the financial condi- 
tion of the firm at and the results of its operation for the 

period. (Signed.)"" The profit and loss statement desired by the 
Federal Reserve Banks is the comparative profit and loss statement shown 
in Chapter IV, Volume I, while the desired form of balance sheet is as 
given on pages 252 and 253.^ 

The form of statements adopted and recommended by the National 
Association of Credit Men, shown on pages 254-257, is interesting on ac- 
count of the emphasis placed on quick assets and quick liabilities, ar^d 
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because it summarizes the information in addition to that of the balance 
sheet which the credit men desire. 

Use of Charts and Graphs — While charts and graphs in reports are not 
common, their use sometimes increases the effectiveness of the report." 
Monthly sales for current and past years, accumulated sales for current 
and past years, and gross and net profits by periods may be effectively 
displayed by simple charts.* 

Preparation of Charts — In preparing charts it should be remembered 
that the requii-ements of a good chart are: (a) clear and complete title; 
(b) arrangement from left to right with lettering and ftgui'es easily legible 
from base or from right-hand edge of diagram with horizontal scale and 
vertical scale respectively indicated at the bottom and left-hand side of the 
diagram; (c) zero line shown even if a horizontal break is necessary; 
(d) zero, 100 per cent, and curve lines clearly differentiated from co- 
ordinate lines; (e) as few co-ordinate lines used as practicable; (f) 
points of observation shown when practicable; and (g) numerical data 
shown either on the diagram or in a table attached to the diagram."* 
Linear graphs should generally be used instead of area or volume graphs, 
as the latter are misleading to the eye.** 

Percentages — In using percentages some accountants make use of the 
net sales as the base,'* others of the gross sales,** and still others of the 
cost of sales.** As the gross sales figure is comparatively unimportant 
and may vary widely without materially affecting the net profit, it should 
not be used as a base. As some expenses are indirect ratio to the net 
sales, and as many of the percentage figures can be calculated without 
closing the books, it would seem preferable to base the percentages shown 
on a profit and' loss statement on the net sales, except in industries where 
the market price fluctuates widely without regard to cost. Usually per- 
centages should be carried only to one decimal place and the percen'asre 
figures always should be balanced.** 



AUDITOR'S UKI'OUTS AND CKRTIFKJATKS 250 



QUESTIONS 

auditor \s reports ax i) chrtificates 

Auditor's Rkport 

1. Di«?eiiss briefly the auditor's report. To what extent should details 
be put into a report? (S. C, Sept., 1910.) 

2. Give a brief report of the affairs of a small manufacturing concern. 
What points in your opinion call for special attention? (N. Y., June, 
1911.) 

3. Name some of the essential points you would deal with in an audit 
report. (N. C, June, 1916.) 

4. Write a short report dealing with a few of the points which some- 
times arise in an audit and have to be specially dealt with by the auditor. 
(Kan., May, 1916; N. D., July, 1918.*) 

5. To what extent would vou criticize the management in your report? 
(Pa., Nov., 1906.) 

6. Write a report of your audit of not more than one hundred words : 
(a) when the books are properly kept; (b) when the books are improperly 
kept ; using your own figures in both cases and showing the improper en- 
tries in the last ease. (Pa., Nov., 1899*; Pa., May, 1902*; Pa., Nov., 
1903; Mich., Dec., 1906*; Pa., Nov., 1912.*) 

7. Report the result of your audit of the accounts of a corporation, first, 
where the accounts have been found correct ; second, where you have found 
irregularities in performance and deficiency of method used — (a) the 
scope of your audit having been limited; (fe) no limit for restriction, and 
finding that an audit to a previous date had been made. (Wash., Mav, 
1910.) 

8. Write a two-hundred-word report of an investigation which you 
have supposedly made, in which you have found a poor system of book- 
keeping, indicating the points at which it is bad and suggesting how it 
may be corrected. (Mich., June, 1913.) 

9. Write a formal report for an audit supposed to have been made for 
a house in which you found a bad cost system. Indicate the errors and 
how they should be corrected. (Mich., June, 1914.) 

10. Write a report fo^ an audit made by you, indicating any condition 
in the office organization which you noticed that gave opportunity for 
fraud, with suggested remedy. (Mich., Dee., 1913.) 

11. Your certificate is desired by your client to be presented to a mer- 



2(i() C. P. A. ACCOUNTINO 

can tile ageucy. Give your mode of procedure to get at a fair report, and 
give illustration of such report, using your own figures. (Pa., May, 1903.) 

12. State the arangenient of a re])ort in which it is desired to present 
Balance Sheet with supporting schedules of Accounts Receivable, Accounts 
Payal)le, and Profit and Loss account, together with comment on extraordi- 
nary features of the business. (N. Y., Jan., 1911.) 

1.3. Make up a report as the result of an investigation of a manufactur- 
ing business. Report to be brief. No figures shown, (a) When a defalca- 
tion by the treasurer is shown; (h) when operation sliows an annually in- 
creasing loss. (Va., Oct., 1912.) 

14. What statements should be given and what points should be brought 
out in an audit report which is written for presentation to the olhcinls, 
stockholders, and bankers of a company which conducts a manufacturing 
and selling business? The audit report is the only report that is made to 
the stockholders, some of whom are not familiar with the technicalities of 
business or of accounting. (111., May, 1915.) 

15. In making an audit or investigation for the prospective purchase of 
a business to be followed by a report, including a Balance Sheet and 
Income and Profit and Loss statement, would you expect such a report to 
differ from the report which you w^ould make, based upon a Balance Sheet 
audit directed to and made for the president of a corporation? If differ- 
ent, specify fully the points of difference. (A. I. of A., May, 1919.) 

16. Write a letter as would accompany your report including a certifi- 
cate such as you would ordinarily furnish to attach to a Balance Sheet 
after you had made an audit of the books of a company and w^ere in a 
])osition to certify to the correctness of the Balance Sheet and Loss and 
Gain statement. (Mich., June, 1910.) 

17. In presenting a complete audit report to a manufacturing concern, 
what in your opinion should be the k)gical arrangement of the schedules, 
etc., submitted? (Mich., June, 1910.) 

18. In making a Balance Sheet audit of a manufacturing company and 
a brief survey of the earning-s and expenses, what infonnation would you 
furnish your client in relation to the following items, viz., Cash ; Accounts 
Receivable; Bills Receivable; Inventories, Raw Materials; Inventories, 
Partly Finished Materials; Investments; Deferred Items; Plant; Machin- 
ery^ and Equipment; Accounts Payable; Mortgage on Bonds; Reserves; 
Capital Stock. 

The manufacturer feels that the financial i)()sition of his company is 
good but will appreciate any constructive criticisms. 

(Pa., Nov., 1916.) 

19. If you are auditor for a corporation and you were instructed to 
send .all copies of your report to the president, would you show your office 
copy to any director, not an officer, if so requested by him? (N. Y., Jan., 

1916.x 
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Auditor's Certificatk 

20. What do you understand by a certified Balance Sheet? (111., May, 
1916.) 

21. Explain the difference between auditor's reports and certificates, 
and the responsibility under each. (111., May, 1905; Mass., Oct., 1916.*) 

22. What is meant by a qualified certificate! Give an illustration of a 
case in which a qualified certificate rais^ht properly be .sfiven and draft a 
qualification applicable to that case. (Ind., May, 1917; A. I. of A., June, 
1917.) 

23. lender what circumstances would an auditor be justified in refusing 
his certificate of audit? (N. Y., June, 1899; Wash., May, 1903; 111., May, 
1916.*) 

24. What should the auditor's formal certificate cover? (S. C, Sept., 
1919.) 

25. Draft a form of auditor's certificate to be attached to a Balance 
Sheet on completion of an audit of the books of a manufacturer. (N. Y., 
June, 1900*; N. Y., June, 1902; 111., May, 1916*; N. Y., June, 1916*; 
Iowa, Dec., 1918*; N. C, Nov., 1919*; N. C, June, 1920.*) 

26. Draw up a brief form of certificate that should be g-iven by an 
auditor Avhere you find that the books of account have been properly kept; 
improperly kept. (Cal., June, 1904.) 

27. What are the essentials of an audit certificate in an audit for credit 
purposes? (A. I. of A., Nov., 1917.) 

28. Draft a form of audit certificate to aceomj^any a Balance Sheet 
which is to be used for credit purposes. (Pa., Nov., 1908*; Pa., Nov., 
1919.) 

29. Under what circumstances would you certify to the correctness of 
a Balance Sheet and Profit and Loss statement prepared by a client / (HI., 
May, 1916; Iowa, Dec, 1918.) 

30. Should the auditor of a firm or cor{)oration revise the form and 
wording: of the Balance Sheet to which his certificate is to be attached? 
Give reasons. (N. Y., Jan., 1900; N. Y., Feb., 1910.*) 

31. Draft a form of audit certificate to accompany a Balance Sheet 
which is to be published in the annual report of a corporation. (A. I. of 
A., May, 1918.) 

32. Give your opinion of the following form of certificate to a Balance 
Sheet: Have examined the above Balance Sheet and certify that it is in 
accordance with the books of the company. (Signed) Charles E. Wilson. 
(N. Y., Jan., 1902*; Pa., May, 1902*; N. Y., June, 1913*; 111., Dec., 
1916.) 

33. Draw up a form of certificate you Avould give where you found the 
accounts properly kept. Also Avhere accounts are incorrect. (Cal., June, 
1904*; Wash., Aug., 1908.) 
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34. State your view as to the benefit accruing to a client receiving the 
following certificate from the accountant who had just made an audit of 
the client's books and accounts^ to wit: *'I hereby certify that in my 

'opinion the foregoing statement of the assets and liabilities^ also Profit 
and Loss account, is true and correct." (N. Y., June, 1919.) 

35. You find the following certificate is appended to a Balance Sheet: 
"May 15, 1920. The foregoing Balance Sheet is in accordance with the 
books of the ABC Company. 

"(Signed) John Smith, auditor." 
State what, in your opinion, are the limitations, if any, of such a certifi- 
cation. Assuming you were afforded all reasonable facilities for the conduct 
of an audit of the company is it such a certificate as you would use? State 
definitely how you would amplify it. 

(A. I. of A., May, 1920.) 

36. You have audited the accounts of the Standard Manufacturing 
Company for the year ending June 30, 1913, and are asked to give a cer- 
tificate covering the Balance Sheet and the Profit and Loss account for the 
year, this certificate to be published by the company in its printed annual 
report. Draft the form of certificate you would give in each of the fol- 
lowing circumstances: 

(a) If the company has given effect in its accounts to all the adjust- 
ments you have deemed necessary. 

(h) If the company has provided for everything but depreciation upon 
its factory buildings and equipment. 

(c) If the company has not agreed to the following adjustments which» 
you have urged: (1) Additional reserve for loss on trade debtors, $20,000; 
(2) liabilities for damage claims estimated at $12,000; and (3) overvalua- 
tion of the inventory, $18,000. In considering the relative effect and im- 
portance of these adjustments it may be assumed that the profits before 
adjustment have been $100,000 for the year under audit. 

The purpose of this question is to disclose the candidate's knowledg:e of 
the principles governing an accountant in the issuance of audit certificates, 
and in considering replies due weight will be given to form and 
phraseology. 

(Pa., Nov., 1913; Mass., Nov., 1915.) 

37. From the audit of the John Jones Manufacturing Company, it is 
found that owing to the war there was an abnormal drop in the market 
value of the inventories at the close of the fiscal year, December 31, 1914, 
and that the market value of the stock on hand was $50,000 less than the 
cost value. The company has prepared its Balance Sheet, stating the in- 
ventories at cost value, and wishes to publish it in that form with the 
accountant's certificate. 

Draft your certificate, as auditor, to the Balance Sheet under these 
conditions. 

(Mass., Oct., 1915.) 

38. You are requested by your client, the John Brown Company, to 
make an examination of their assets and liabilities at December 31, 1914, in 
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order to certify the financial statement which they have already issued and 
therefore do not desire you to alter. Draft the form of certificate you 
would append to their statement, having in mind that the following points 
were disclosed by your examination: 

(1) The Accounts Receivable amounted to $375,000 of which $55,000 
were past due. A sufficient reserve for the probable loss on collection of 
the past due accounts of $9,000 has been created and the Accounts Re- 
ceivable are shown as $366,000 in the financial statement. 

(2) The Accounts Payable balances amount to $195,000 from which 
$6,000 has been deducted for the cash discounts which were taken on pay- 
ment of all of these accounts during January, 1915. 

(3) The Notes Payable were personally indorsed by the president of 
the company. 

(4) The inventory of merchandise is stated at market value $455,000, 
whereas the cost of same is $395,000. 

(5) Notes Receivable were stated at $65,000 of which $40,000 was 
represented by notes given by stockholders for the purchase of capital 
stock issued to them at par for that amount. 

State your reasons for such qualifications as you may make in the 
certificate. (Kan., Dec., 1915; Mo., Dec., 1915.) 

39. "Write such a certificate as you would consider proper where all the 
facts and figures were at your command and where you had in no way 
been hampered in your work. 

A certificate, where certain facts have been furnished to you with a 
statement that the certain facts were satisfactory to all parties concerned, 
and the balance of facts or information you had "gleaned" for yourself. 

Write up a letter of introduction to be signed by your client of New 
York, who has charge of a large mercantile establishment. One of his 
clerks, a man of excellent character and ability, is about to leave him for 
California. He desires a general letter of introduction. Write a letter 
which shall be specific as to his qualifications, and general in its appeal. 

(N. J., 190^1909.) 

40. You are called upon to make a Cash audit and to submit a Balance 
Sheet, with your certificate, based upon Ledger balances. Write a concise 
certificate covering an examination of this nature for any business with 
which you are faipiliar — having especial regard to Inventories, Accounts 
and Notes Receivable and Payable. (Wis., May, 1916.) 

41. You are employed to make a Balance Sheet audit of a certain con- 
cern and furnish a certified Balance Sheet for credit purposes. Write 
such a certificate as you would attach to this Balance Sheet, making special 
mention therein of Cash, Inventories, Accounts and Notes Receivable and 
Accounts and Notes Payable. (Ohio, Nov., 1918.) 

42. Draft a form of auditor's certificate to a Balance Sheet under each 
of the following conditions: (a) Where the auditor has reason to suppose 
that certain reserves are inadequate; (b) where the auditor believes that 
the value of certain assets has been purposely understated. (Wash., March, 
1909.) 
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43. A manufacturing corporation desires a certificate of its average an- 
nual profits for thi'ee years. After charging up all costs, expenses, and 
depreciation, and an allowance for bad debts, it is found the profits for 
the first year were $62,000; for the second year $64,000 pins $10,500 profit 
on sale of investments; and for the third year $72,000 phis $8,400 profit 
on the sale of real estate. How woukl you write your certificate? (Mass., 
June, 1910.) 

44. A Balance Sheet aucUt <lis(loses satisfactory conditions with the 
exception of insufilcient allowance for losses in collection of Accounts Re- 
ceivable. In case the client should not consent to adjustment, draft form 
of certificate that would be proper under the circumstances. (N. Y., Jan., 
1011.) 

46. Is an auditor justified in certifying to a Balance Sheet in case the 
books of account are not in balance? Give reasons. (N. Y., June, 1906; 
Md., Jan., 1909.) 

46. Prepare an audit certificate to be given to the banks holding the 
l)ills payable of your client, supplying your own figures and facts. (Pa., 
Nov., 1916.) 

47. Draft forms of certificates for inventory and outstanding liabili- 
ties of a manufacturing business with which you are familiar, stating 
nature of the business. (A. I. of A., Nov., 1920.) 

Statistics 

48. "What do you undeistand by comparative statistics as applied to 
accounting f AVhen, to what extent, and in what particulars would you 
make use of your knowledge of this branch of commei'cial science? (N. Y., 
June, 1004.) 

49. Of what value are percentages in making comp:i isons of income 
and exi)enditure? Give examples supporting vour answcj-. (Mo., Dec, 
1914; 111., May, 1915.*) 

50. AVliat percentage figures would you sliow on a compa-ative state- 
ment of profit and loss submitted to a new client ? (III., May, 1915.) 

51. From the information gathered and noted throughout an audit, 
Avhat matters would you call special attention to and what schedules and 
statistical statements would you furnish the client? (Cal., May, 1908.) 

52. In what respect ajid for what pui^pose could compai'ative statistics 
or percentages be made use of as regards the following: (a) Gross profit; 
(6) wages; (c) inventory of merchandise; (d) merchandi>^e consumed; 
(r) costs of selling; (0 detection of fraud. (111., Mav, 1913; Md., Oct., 
1919.) 

53. The following particulfirs are extracted from the statistical records 
of a corporation : 



1910 
1911 
1912 



Turnover 



$500,000.00 

900,000.00 

1,000,000.00 



Average Stock 



$50,000.00 
100,000.00 
125.000.00 



No. of times 
turned over 



10 
9 

8 
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To what conclusions do these fit'ui-es point? (Wash., July, 1917.) 

54. Illustrate by graphic chart the record of three salesmen over period 
of five jTars: (a) Increasing sales; (6) decreasing sales; (c) fluctuating 
sales. (Md., Dec, 1917.) 

55. Pi'epare a giaphic chart showing three business facts which yon 
wish to present to the manager of the business. (Mich., June, 1919.) 

56. 8ta(e arguments briefly for and against the use of graphic methods 
of presenting statistics. (Cal., Nov., 1916.) 

57. Prepare an organization chart for some particular industry. 
(Mich., June, 1919.) 

58. (a) State three methods of figuring percentages in comparing 
income and expenditures. Which method is best and why? 

(6) Explain the use which should be made -of these percentages in 
determining tlie administrative policies of a business. 

(c) Tlie three summarized operating statements following are those of 
"A," "B," and "C," respectively, each of .whom conducts his business as a 
sole proprietorship. They decide to form a corporation and you are 
asked for advice as to which of the several phases of the corporation's 
business should be assigned to "A," "B," and "C." Write a concise report, 
stating your views and giving reasons therefor. 




Sales (net) 

Cost of production 



Gross trading profit 
Trading expense 



Net trading profit 

Administrative expense. 



Net operating profit. 
Add financial income. 



Deduct financial expenditure 
Net profit 



$200,000.00 
130,000.00 

$70,000.00 
26,300.00 

.i^43,700.(M) 
17,865.00 

$2.5,83o.OO 
6,800.00 

$32,a35.00 
2,400.00 

$30,235.00 



$100,000.00 
68,000.00 

$32,000.00 
13,150.00 

18,850.00 
10,000.00 

$8,850.00 
6,500.00 

$15,350.00 
1,000.00 

$14,350.00 



$135,500.00 
88,000.00 

$47,500.00 
20,325.00 

27,175.00 
12,000.00 

$15,175.00 
3,000.00 

$18,175.00 
4,175.00 

$14,000.00 



(Wis., May, 1916.) 

59. What is the best plan for dealing with percentages from an ac- 
countant's point of view? If an article cost $100 and is sold for $125, 
what do you consider the percentage profit, and how does the seller's vicAv 
of this often differ from the accountant's? In calculating percentages on 
such account as a merchandise account, where purchases are debited and 
sales credited, what special care is required in order to obtain correct re- 
sults? (Fla., April, 1907.) 
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60. What is the basis (100 per cent) used in calculating percentages of 
expenses and cost? (Iowa, Dec, 1918.) 

61. (a) State the use for which each of the following kinds of charts 
are best adapted in plotting business statistics: Line or curve chart; bar 
chart; circle chart; area chart. 

(b) On the cross-section paper given herewith, plot the following 

statistics : 

1. Productive and Non-Productivb Labor 



January. 
February 
March . . . 



Productive Labor 



1918 



$4,500 
5,000 
4,000 



1919 



$8,000 
10,000 
10,500 



Non-Productive Labor 



1918 



$1,750 
1,800 
1,800 



1919 



$4,000 
5,500 
5,500 



2 Sales 



'lotal Sales 



January. 
February 
March. . . 



Bro • n 



$10,000 
12Jo0 
15,000 



Jones 



$7,500 
9,000 
8,000 



Sales (juota 



Brown 



$12,000 
13,000 
13,500 



Jones 



$7,000 
7,500 
9,000 



(c) State any additional information necessary for proper interpreta- 
tion of the charts which you have just prepared. (Wis., May, 1919.) 

62. From the following figures of net sales and expenses prepare a 
statement accounting for the shrinkage in profits in 1910 and showing in 
dollars and cents what portion of such shrinkage is due to decreased sales, 
and w^hat portion is occasioned by the various variations in cost and 
expense items. 




Materials 

Direct labor 

Indirect labor 

Factory expenses 
Trading expenses 
Office expenses. . . 

Net Sales 



$230,500.00 
78,500.00 
6,725.00 
27,500.00 
23,500.00 
10,500.00 



$390,750.00 



1909 



$265,335.(0 

108,228.75 

8,379.00 

26,999.00 

20,947.50 

11,637.50 



$465,500.00 



(N. Y., June, 1911.) 
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63. The calculation of the percentage of profits is sometimes based 
upon cost and sometimes upon selling price. Which do you regard as the 
more connect method and how, if required, would you readily arrive at the 
cost of goods sold? Give your reason. (111., Dec, 1910.) 

64. The following is the Income account of the Chicago Manufacturing 
Company for the year ended December 31, 1916: 



Gross sales 

Returns 

Net sales 

Cost of sales 

Gross Profit 

SeUing expense 

General expense 

Net profit 

Deductions from income 

Net incoT.e 




$1,100,000 
100,000 

$1,000,000 
750,000 

$ 250,000 

200,000 

$ 50,000 
25,000 

$ 25,000 



In submitting your report you desire to present a statement of per- 
centages. What figure would you adopt as your basis and why would you 
lake it; Gross sales, net sales, cost of sales or gross profit! 

(111., May, 1917.) 
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PliOBLEMS 

AUDITOR^S REPORTS AXD CERTIFICATES 

1. Write a reply to Uie followiiiir letter ami prepare a statement as 
requested therein: 

SMITH AND JONES 
Dear Sir: 

Our bank has asked us for a statement for credit puri)oses. Will you 
please prepare one for us? 

Our plants stand at their cost ]»nce, which is $60,400. We have set 
up a reserve for depreciation of $10,200. There is a mortgajje for $20,000 
on the plant and interest on the mortj»aj»e is at 6 i>er cent and is paid up 
to three months ago. We hold $10,000 of notes receivable and have dis- 
counted $25,000 of notes with the bank. Our accounts receivable, which 
we consider good, amount to $18,000, including $3,000 due from one of 
our employees on personal account. Our trade accounts receivable are 
subject to 6 per cent discount if paid at due date, and only $1,000 is now 
past due. Our accounts in suspense amount to $4,000. I believe these 
are 50 per cent good. We have ordered a new machine to cost $G,000, 
but it has not yet been delivered. We have indorsed a note for $0,000 
for our friends, the "A B" Co., but I am confident they will 
take care of it when it is due. Our accounts payable amount to $4,200. 
Our insurance amounts to $400 a year and has six months to run. We 
have a note at the bank for $5,000, interest paid to date. We own 50 
shares of stock in the company from which we buy raw material. They 
cost us $2,800 and are surely worth it, though we might have some difli- 
culty in selling them in a hurry. Our inventory is taken at a low selling 
price, which is 10 per cent more than it cast us. The amount is $17,600. 
In addition we have a special contract for one of our customers. The 
contract price is $25,000. We liave spent $12,000 on it and exi)ect to 
have to spend $4,000 more, and we have received $10,000 on account. Our 
cash in bank is $4,800 and cash in hand $200. 

I have told you all the facts I think you need. Perhaps some are not 
required, but I want to give the bankers all the information they ought 
to have in the way they expect to get it. 

I do not, of course, expect you to accept any responsibility for the 
figures in the statement, but simply to prepare the statement in the best 
form you can from this letter. If you have any suggestions as to how I 
can better meet the bank's requirements, let me have them. 

(Siiziied) H. A. Smitu. 
(A. I. of A., June, 1017.) 
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2. Fioin the following Balance Sheet and data : 

(a) Prepare corrected Balance Sheet in ai>propriale form for the in- 
formation of stockholders and auditor's certiticate thereto. 
(h) ShoAv statement of adjustments to profits and surplus. 

PASSAIC FALLS WOOLEN MANUFACTURING COMPANY 

Balance Sheet, June 30, 1918 



Asatts: 

Land 

Buildings (brick) 

Machinery 

Steam Power Plant 

Treasury Stock, common, 

250 shares costing 

Accounts Receivable 

Inventories, June 30, 1918 
Cash 



$10,000 
100,000 
150,000 

2:),ooo 

20.000 
.50,(X)0 

75,o:k) 

20,000 



$450,000 



Liabilities: 

Capital Stock, common, 

par $100 $125,000 

Cai)ital Stock, preferred 7 

per cent cumulative, par 

$100 100,000 

Accounts Payable 130,000 

Undistributed Earnings, 

June 30, 1917 60,000 

Profits, vear ending June 

30, 19i8 35,000 



$450,000 



Adjust the above figures in regard to the following: 

1. Land is appraised at etl5,000 and is to be adjusted to that value. 

2. Give effect in the statements to depreciation of tlie wasting fixed 

assets for the year ended June 30, 1918, at rates considered fair. 

3. Dividends on the ]neferred stock have not been paid for years 

ended June 30, 1017, and June 30, 1918. 

4. Inventories are valued $5,000 below cost. 

(A. I. of A., May, 1919.) 

3. "A" has agreed to sell to "B" the goodwill of the ''X. Y." Company 
on the basis of three vears' profits to the business to be determined by 
you on sound principles of accounting as accurately as possible from 
the following statement handed you by "A." You are required to com- 
])ute the value of the goodwill, but are not expected to take into account 
any consideration outside those presented by the statements: 



1st Year 



2iid Ye.ir 3rd Year 



Credits: 

Sales (selluig prices substantially uni- 
form during period) 

Estimated ^'aluc of construction work 
performed and charged to property . . 

Appreciation of real estate upon revalu- 
ation by experts 

Profit on sale of Bethlehem Stoel Co. 
Stock 

Inventory at end of period : 

Production material at cost 

Finished goods at selling prices 



$638,400 
110,000 



72,000 
76,500 



$602,500 
77,600 
80,000 



103,100 
114,000 



$896,000 ' S077.200 



$564,000 
154,000 

85,000 

106,600 
150,000 



$1,0.59,600 
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Debits: 

Production Materials purchased 

Production labor 

Production expense (including deprecia- 
tion) • 

Selling expenses 

Interest 

Cost of construction work 

Inventory at beginning of peciod: 

Production material at cost 

Finished goods at selling prices 



Balance, being profit claimed by '' A" . . 



Ist Year 



$233,000 
50,850 

66,750 
52,500 
06,000 
74,600 

51,400 
54.900 



2nd Year 



$680,000 



$216,900 



$252,400 
61,400 

69,300 
55,650 
94,000 
49,000 

72,000 
76,600 



3rd Year 



$730,250 



$246,950 



$220,300 
60,900 

70,300 
62,800 
98,500 
86.000 

103,100 
114,000 



$815,900 



$243,700 



Does the basis of three years' profits for arriving at the goodwill out- 
lined in the previous question appear to you to be reasonable upon the 
facts disclosed to you? If not, what advice would you offer upon the 
question if "A" or "B" were your clients? 

(A. I. of A., May, 1919.) 

4. The following trial balance is a correct statement of the balances 
brought down in the Ledger of Messrs. Trust and Suffer on December 
31, 1903, by John Trusted, the cashier and bookkeeper, before his sudden 
departure : 



Cash 

Capital 

Merchandise 

Accounts Receivable 

Nail Co. Stock 

Notes Payable 

Purchase Creditors . . 

Expense 

Mr. Trust, Personal . 
Mr. Suffer, " 

Totals 




$75,000 



32,000 
26,500 



4,000 
$137,500 



The inventory value is found to be $52,000. The closing entries are 
deferred and a complete audit is made, which confirms the above balances 
as to receivables and payables to be actually existing, and that the ac- 
counts are correct with the following exceptions: 

Cash: Debit footing short $2,000; credit footing over $1,000; also false 
charges to Expense of $3,000 in Cash Book. 

Merchandise : False debit entry of $20,000 in Ledger. 

Accounts Receivable: False credit entry of $5,000 and excess credit 
footing of $2,000 in Ledger, representing unentered collections. 
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Notes Payable: False credit entry of $6,000 and short debit footing: 
$3,000 in Ledger, representing Notes issued without accounting for the 
proceeds. 

Sales Book : Sales of $1,000 to Accounts Receivable not posted to debit 
but collected in full. 

Draft the entries propeily to adjust and close the accounts, constituting 
an account against John Trusted for the total defalcation. Present the 
Balance Sheet. (CaL, June, 1904.) 

5. From the following trial balance of the Samson Company, December 
3l, 1919, after closing, prepare a statement of financial condition, such 
as might be presented to bankers : 



Debits 

Prepaid Insurance $1,850 

Plant Property 350,000 

Notes Receivable 16,500 

Finished Goods 47,800 

Patents,Trade-marks and 

Goodwill 500,000 

Prepaid Interest 525 

Goods in Process 53,750 

Cash 52,425 

Advances to Salesmen . . 750 

Materials and Supplies. . 25,500 

Treasury Preferred Stock 5,000 

Customers. 145,900 



$1,200,000 



Credits 

Reserve for Customers' 

Discounts $13,500 

Notes Payable 36,000 

Surplus Capital 240,000 

Profit and Loss 243,650 

Reserve for Credit Losses * 15,000 

Accounts Payable 62,000 

Reserve for Depreciation 

of Plant Property 85,000 

Salaries and Wages pay- 
able 2,360 

Preferred Stock (a) 100,000 

Common Stock (b) 400,000 

Dividends Payable 2,000 

Accrued Taxes Payable . . 1 ,500 

$1,200,000 



(a) 1,000 shares, par value $100 each, preferred as to assets and divi- 
dends. 

(h) ■ 80,000 shares of no par value, issued at a stated value of at least 
$5 a share. 

(A. I. of A., May, 1920.) 

6. The National Manufacturing Company began business on January 
1, 1912, and its Balance Sheet as of January 1, 1913, is stated below. 

Collections from customers amount to $1,502,927; payments to mer- 
chandise creditors amount to $664,626; loaned out on call on December 
31, 1913, $50,000. 

On March 1, 1913, the company bought an adjoining site on whioh it 
began in November, 1913, to erect an addition to the plant, to be com- 
pleted by March, 1914. The price was $40,000, the company assuming a 
6 per cent $20,000 mortgage, payable December 31, 1913. The surveying 
and legal expenses paid amount to $200. Taxes assessed against the 
property, December 31, amount to $600. 

Inventories at December 31, 1913: Supplies, $8,129; finished goods, 
$20,495 ; raw materials, 2,163 tons, the market price of which at December 
31, 1913, is $24 per ton. 
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Cash in bank 

Office Fund 

Customers' Accounts 

Inventory, Haw Materials 

Inventory, Supplies 

Inventory, Finished Goods 

Office Equipment 

Patents 

Real Estate 

Buildings 

Machinery 

Apartment House Property 

Site SIO.CKX) 

Building 30,000 

Bonds dated and issued December 31, 1912, maturing 
and payable at the end of 50 years, interest at G per 
cent» payable semiannually 

Premium on Bonds Issued 

Sundry Merchandise Creditors 

Reserv^e for Bad Debts 

Reserve for Depreciation on Buildings 

Reserve for Depreciation on Machinery 

Capital Stock, Preferred 7 per cent, cumulative froii) 
Jan. 1, 1913 

Capital Stock, Common 

Surplus 



Asaeta 

$69,433 

100 

273,842 

83,247 

4,932 

42,761 

8,746 

125,000 

320.000 

175,000 

265,000 



40,000 



Liabilities 



$1,408,061 



$200,000 
20,000 
78,392 
8,294 
10,000 
30,000 

500,000 

500,000 

61 ,375 



$1,408,061 



Among other items that appear on the books on December 31, 1913, are 



the following 



Labor 

Salaries and Superintendence at $10,000 

Supplies, Cash Purchases 

Sales Discount 

Customers' Returns and Allowances 

Sales 

Raw Materials Purchases, average cost per ton $22 

S^hop Expense 

Spelling and Delivery Expense 

Rent from Apartment House 

Taxes, Insurance and Repairs, Apartment House . 

Repairs on Machinery and Buildings 

Office Expense 

Taxes 

Insurance 

Bad Debts 

Old Machine (cost $2,000) sold 

Interest on bonds 




$468,932 
90,360 
37,637 
18,395 

8,474 

639,034 

9,461 

86,017 

1,200 
30,955 
2.478 
7,842 
6,000 
2.407 

12,000 



Credits 



$1,545,572 



4,000 



1,400 
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Real eatate is estimated to be worth $350,000; dividends have been 
declared payable in April, 1914, of 3% per cent on preferred capital 
stock and 2^2 per cent on common stock. Prepaid insurance premiums 
are $1,000. 

Depreciation Reserves to be credited coverinu': Buildings, $4,950; ma- 
chinery, $17,625 ; office equipment, $875 ; bad debts, $7,716. 

From the foregoing facts prejiare statement of income and expenses 
for the year and Balance Sheet at December 31, 1913. Omit cents in your 
calculaHous. In a brief report, submit any criticisms wbicli suairest tliem 
selves to you. 

(Wis., April, 1914; Md., Dec, 1917.) 



CHAPTER XV 

CONSIGNMENTS, CONTRACTS, AND VENTURES 

Legal Status of Consignments — A shipment of goods from one party 
to another to be sold by the latter for the account of the former is a 
consignment/ The terms "shipments" and "consignments" are synonyms.* 
Consignments involve the laws of agency' and bailments/ The factor has 
a lien against the consigned goods for legitimate expenses incurred or 
advances made to the principal prior to the settlement date/ 

Since the title to unsold consigned goods is vested in the shipper,* the 
goods must be shown at cost on the shipper's balance sheet as "goods on 
consignment,"' and they must not appear on the consignee's balance sheet/ 
The auditor's duty as to consignments rests chiefly on this legal point, 
for consigned goods are frequentl}' treated as sales by consignors and as 
owned merchandise by the consignees. 

Illustrative Entries on Consignor's and Consignee's Books — Assume the 
following data: J. J. Jones shipped to S. S. Smith for sale on his ac- 
count goods amounting at cost to $1,000, paying $50 freight thereon; 
consignee paid drayage $25, sold all the goods on credit $1,500, allowed 
customers $75 for damaged goods, collected balance, charged 6 per cent 
for commissions, rendered an account sales, and later remitted draft. 
The transactions would be booked as follows : 

JOURNAL ENTRIES 
Consignor's Books Consignee's Books 

For shipping and receiving goods : 

Entry No. V Entry No. 1" 

Consignment, 

S. S. S m i t h , J. J. Jones, Princi- 

No. 1 $1,000.00 pal $25.00 

Purchases. . . $1,000.00 Cash $25.00 

Entry No. 2" 

Consignment, (Details of consignment recorded in 

S. S. S m i t h , memorandum consignment books. )^^ 

No. 1 $50.00 

Cash 50.00 

For credit sales: 

(No entry) (No entry on general books; details 

including allowances recorded in 
memorandum consignment books.) 



*For explanation rjf superior figures see page 307. 
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For collections: 

(No entry) Entry No. 2 

Cash $1,425.00 

J. J. Jones, Princi- 
pal $1,336.00 

Commissions. . 90.00 

For account sales rendered: 

Entry No. 3" (No entry) 

S. S. Smith, Agent $1,310.00 
Consignment, 
S. S. Smith, 
No. 1 $1,310.00 

Entry No. 4" (No entry) 

Consignment, 

S. 8. Smith, 

No. 1 $260.00 

Consignment, 
Profit and 
Loss.... $260.00 

« 

For draft: 

Entry No. 5« Entry No. Z^^ 

Cash $1,310.00 J. J. Jones, Princi- 

S. S. Smith, pal $1,310.00 

Agent $1,310.00 Cash : $1,310.00 

Variations in Consignor's Books — Many accountants credit an account 
other than purchases in entry No. 1, a few credit merchandise sales" a 
procedure which is incorrect, as the goods were not sold," while others 
credit consignment-out or some such account," in which case entry No. 4 
would contain a debit to consignments-out account and a credit to pur- 
chases for an amount to close the consignments-out account. 

Another variation is to book the shipped merchandise at other than 
cost, in which case, when the books are closed, the inventory of unsold 
goods must be brought to a cost basis by a temporary partial reversal of 
entry No. 1."" 

If desired, the consignment account may be debited for only the mer- 
chandise shipped and the regular nominal accounts used for expenses and 
incomes occasioned by the consignment.** Under this method the con- 
signor's first four entries for the illustration would be as follows (fifth 
entry same as above) :*" 

Entry No. 1 

Consignment, S. S. Smith No. 1 $1,000.00 

Consignments-Out $1,000.00 

Entry No. 2 

Freight 50.00 

Cash 50.00 
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Entiy No. 3 

Drayage 26.00 

Sales Allowances 75 . 00 

Commi sions PO. 00 

S. S. Smith, Agent 1,310.00 

Sales 1,500.00 

Entry No. 4 

Cons'gninents-Out 1 ,000. GO 

Consignment, S. S. Smith, No. 1 1,000.00 

This method is especially appropriate when goods are consigned with- 
out being priced, if entries No. 1 and No. 4 are omitted.*' The shipping of 
goods unpriced does not prevent their being recorded at cost in entrj^ 
No. 1** Another variation in entry No. 3 is to credit sales with only the 
net proceeds.^ 
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Variations in Consignee's Books — Some accountants make memoran- 
dum entries on the receipt of consignments-inward and reverse such en- 
tries when the account sales is lendered.*" Most accountants, however, do 
not make such entries." 

Accountants usually cliai'ge the freight paid by the consignee to a 
"J. J. Jones," consignment account^* instead of to his "principal" ac- 
count, as was done in entry No. 1 on page — . Some accountants charge 
advances made to the consignor to the consignments-inward account," 
while otliers charge the principal account."" As both the payment for the 
freight and the advance are true assets of the consignee, it would seem 
(hat both should he de])ite(l to the principal account. 

Accoimtants, who use the consignments-inward account, usually credit 
both credit and cash sales to that account,'* a procedure which seems in- 
coi-rect, unless separate cash accounts are maintained for each consignor, 
as the one account should not include items for which the consignee is 
responsible (credit sales) and those for which he is liable (cash sales). 

The debit portion of the consignments-inward account is sometimes 
called the consignment charges account, wiiile the credit portion i^ called 
(he consignment sales account." While this practice is faulty in that it 
mixes items for which the consignee is responsible with those for which he 
is liable, it is a convenient way of securing controlling accounts. 

(h'edit sales of consigned goods are sometimes charged to accounts re- 
ceivable or notes receivable,^^ but, as these accounts are not assets of the 
consignee, they must, if l)ooked on the general books, be charged to in- 
dividual consignor's accounts receivable or notes receivable,'* unless the 
accounts or notes are guaranteed l)y the consignee who I'eceives a special 
commission therefor, when the ordinary asset accounts would be charged."" 

Some accountants hold that the consignee should maintain separate 
cash accounts for the amounts due each consignor.'" However, this ])rac- 
tice seems unnecessary as it makes little difference whether the consignee 
is liable or responsible for the cash. 

Contractors' Accounts — There are two problems in the accounts of con- 
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tractors, (a) cost keeping, a subject discussed in Chapter XVI, Volume I, 
and (b) prorating profit on long time to the fiscal periods. That each 
fiscal period is entitled to the profits earned therein is axiomatic, but, 
on account of the difficulty and risk of estimating the cost of completing 
contracts, it is more conservative to take the profits only on tlie com- 
pletion of contracts." Where this delay will seriously affect the dividends, 
the cost of completing the contract should be estimated at a figure high 
enough to include ordinary contingencies, and then the estimated profits 
should be prorated to the fiscal periods on the basis of the outlays made 
in each period." 

Profit on contracts is sometimes treated as "other income,"* but it 
seems preferable to consider such profit as operating income.*" If the 
contracts in progress show a loss, such loss should be taken into account. 
Profits may be booked, losses must be booked.^ If profit is taken on 
uncompleted contracts, it should be shown on the balance sheet as 
follows :** 

Contracts in prosress, cost to date xxxxxxx 

Estimated profits already earned 

thereon xxxxxxx. xxxxxxx 



Less amounts received on account. . xxxxxxx 



Net equity of company in contracts in 
progress 

Assume a two-year contract for an $80,000 project, estimated to cost 
$60,000, half contract price to be paid on rendition of architect's estimates 
showing contract half completed, and remainder on completion of contract. 
If the contract is half finished at a cost of $30,000 during the first year, 
the contract would be booked as follows : 

JOURNAL ENTRIES 

No Profit Taken Before Profit Taken Before 

Completion Completion 

When contract is awarded: 



Entry No. 1 

Awarded Con- 
tracts $80,000.00 

Uncompleted 
Contracts. $80,000.00 


Entry No. 1 

Awarded Con- 
tracts $80,000 00 

Uncompleted 
Contracts. 


$80,000.00 


While contract is in 


process (first year): 




Entry No. 2 

Contract No. 1 

in Process. $30,000.00 

Cash $1,000.00 

Material 16,000.00 

Direct Labor 10,000.00 
Overhead... 4,000.00 


Entry No. 2 

Contract No. 1 

in Process. $30,000.00 

Cash 

Material 

Direct Labor 
Overhead ... 


$1,000.00 

15,000.00 

10,000.00 

4,000.00 
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When first estimate is rendered: 



Entry No. 3 

Accounts Re- 
ceivable. . . $40,000.00 
Advances on 

C<ontracts. $40,000.00 

Entry No. 4 
I^ncompleted 

Contracts. $40,000.00 
\ w a r d c d 
Contracts. $40,000.00 



Entry No. 3 

Accounts Re- 
ceivable. . . $40,000.00 
Contract No. 1 

in Process $30,000.00 

Profit and Loss. 10,000.00 

Entry No. 4 
Uncompleted 

Contracts. $40,000.00 
Awarded 
Contracts. 40,000.00 



While contract is in pntcesH {accoful year): 



Entry Xo. 5 

('ontract No. 1 

in Process. $30,000.00 

Cash $1,000 00 

Material... 15,000.00 

Direct Labor 10,000.00 

Overhead . . . 4,000.00 



Entry No. 5 

C'ontract No. 1 

in Process. $30,000.00 

Cash 

Material. . . . 
Direct Labor 
Overhead . . . 



$1,000.00 

15,000.00 

10,000.00 

4,000.00 



When contract is completed: 



Entry No. 6 

Accounts Re- 
ceivable . . $40,000.00 
Advances on 

Contracts. 40,000.00 
Contract No. 1 

in Process $60,000.00 

Profit and 
Loss 20,000.00 

Entry No. 7 

Uncompleted 

Contracts. $40,000.00 
A ^tr a r d e d 
Contracts. $40,000.00 



Entry No. 6 

Accounts Re- 
ceivable . . $40,000.00 

Contract No. 1 
in Process $30,000.00 

Profit and 
Loss 10,000.00 



Entry No. 7 

Uncompleted 

Contracts. $40,000.00 
A IV a r d e d 
Contracts. $40,000.00 



As entries No. 1, No. 4, and No. 6 are strictly of a memorandum charac- 
ter, they can be omitted entirely, if the firm does not wish to have a record 
in its accounts of the uncompleted contracts.*^ A variation quite frequently 
seen is to charge the accounts receivable when the contract is awarded,^* 
but this seems incorrect as no account receivable is created until the con- 
tract has been completed or, if the agreement calls for partial payments, 
until an estimate has been rendered. Another variation to entry No.l, is to 
credit "income from contracts'' and to write off the unearned income at 
the end of the fiscal year to "reserve for uncompleted contracts."** While 
this procedure will secure the proper financial statements, it is theortically 
faulty, as no income arises from the signing of the contract. When 
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profits are to be taken on uncompleted contracts, it is sometimes claimed 
that the amount of the partial payments, which are charged to accounts 
receivable, should be credited to "contracts billed — ^income,"** but this 
procedure overlooks the fact that the partial pajTnents include both cost 
and profit. 

In case the customer retains a portion of the contract price as a guar- 
antee against defective work, entries No. 3 and No. 6 should contain credits 
to "reserve for defective work" account,*' and, as the customer would pay 
only a part of his account, the balance sheet would show the balance of 
his account as an asset and the "reserve for defective work" as a con- 
tingency reserve. 

The audit of contractors^ accounts centers around the cost records, as 
many contractors do not keep proper cost accounts.*' The audit there- 
fore may be divided into the verification of matrials, labor, and overhead. 
The auditor should secure engineers' or architects' certificates for the 
value of the unbilled work at time of balance sheet.** 

Contracts on Client's Books — There are two methods of handling 
awarded contracts on the books of the client, viz., (a) booking, and (b) 
not booking the contingent assets and liabilities.** On awarding the con- 
tract, care should be taken, if the first method is used, to credit "contracts 
awarded" or other account under some such title, and not to credit the 
contractor, as is sometimes done,"* as the actual liability is not incurred 
until the contract is completed, or, if partial payments are to be made, 
until an estimate is rendered. By either method, the asset constructed 
should be debited and the contractor credited when estimates showing 
the amount completed are rendered, or when the contract is completed. 
After the completion of the contract, the contingent accounts created by 
the first method should be closed. 

Joint Ventures — Joint ventures are transactions where two or more 
parties combine in contributing the necessary capital and services and in 
sharing the profits or losses resulting therefrom.''' The members are co- 
partners in regard to the specified transactions,** and the laws of partner- 
ship, as outlined in Chapter VI, Volume I, in regard to the sharing of 
losses or gains, adjustments for interest, salaries, etc., are binding on 
them. 

Entries for Joint Ventures— Assmae that "A" and "B'' entered into 
a joint venture on January 1, with equal investments and equal profit- 
sharing ratios, "A" giving "B" in cash $10,000; "B" on the same day 
buying $10,000 merchandise and paying $1,000 freight thereon, and 
turning over his own goods costing $10,000; "B" selling all merchandise 
on February 1 for $25,000 cash; settlement being made March 1, 4 per 
cent commission on sales being received by "B" and interest on all trans- 
actions being reckoned at 6 per cent. The journal entries would be as 
follows :" 
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JOURNAL ENTRIES 

"A's" Boom "B's" Books 

For creation of venture: 

Joint Venture . $10,000.00 Joint Venture . $10,000.00 

Cash $10,000.00 "A" $10,000.00 



Joint Venture 



"B" 



For purchfue of goods: 

$11,000.00 Joint Venture . $11,000.00 

$11,000.00 Cash $1,000.00 

Merchandise 10,000.00 

For sale of goods: 

"B'' $26,000.00 Cash $25,000.00 

JointVenture $25,000.00 JointVenture $25,000.00 

For *^B*8** commiasuma: 

Joint Venture . $1,000.00 Joint Venture . $1,000.00 

"B" $1,000.00 Commissions $1,000.00 



JointVenture . 

"B" 

Interest 
E^arned . . . 



For interest adjustments on investments: 
$200.00 



$100.00 
100.00 



Joint Venture . 

"A" 

Interest 
Earned. . . 



$200.00 



$100.00 
100.00 



Joint Venture . 
"B" 



For interest on **B's** expenses: 

$10.00 Joint Venture . 

$10.00 Interest 

Earned . . . 



$10.00 



$10.00 



Joint Venture . 
"B" 



For interest on **B'8** commissions: 



$5.00 



Joint Venture . 

$5.00 Interest 

£iamed. . . 



$5.00 



$5.00 



For interest on '^B*s*^ collections: 

"B" $125.00 Interest Ex- 

JointVenture $125.00 pense $125.00 

Jomt Venture 



$125.00 



For distribution of profit: 

Joint Venture . $2,910.00 Joint Venture . $2,910.00 

"B" $1,455.00 "A" $1,455.00 

Profit on Profit on 

Venture . . 1,455.00 Venture . . 1,455.00 

For settlement: 

ash.. $11,555.00 "A*' $11,555.00 

^'B" $11,555.00 Cash $11,555.00 
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If desired, a separate set o£ books might be kept for the joint venture, in 
which case there would be only three accounts maintained, viz., joint ven- 
ture, "A's" investment, and "B's" investment." The entries for the above 
illustration on the special set of books would be : 

Joint Venture $10,000.00 

"A's" Investment $10,000.00 

Joint Venture 11,000.00 

"BV Investment 11 ,000.00 

'*BV' Investment 25,000.00 

Joint Venture 25,000.00 

Joint Venture 1,000.00 

"BV Investment 1,000.00 

Joint Venture 200.00 

"A's" Investment 100.00 

"BV Investment 100.00 

Joint Venture 10.00 

"BV Investment 10.00 

Joint Venture 5 . 00 

"BV Investment 5.00 

"BV Investment 125.00 

Joint Venture 125.00 



Joint Venture 2,910.00 

"AV Investment 1,455.00 

"B's" Investment 1 ,455.00 



"A's" Investment 11 ,555.00 

"BV Investment 11 ,555.00 
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QUESTIONS 

consignments, contracts, and ventures 

Consignments 

1. What is meant by a Consignment account? (N. Y., June, 1901*; 
N. Ym Jan., 1906*; III, May, 1908.*) 

2. Describe the nature of the Consignment account. (N. Y., Dec., 
1896; N. Y., June, 1899; Wash., Aug,, 1908; Va., Oct., 1912; W. Va., 
May, 1917.) 

3. State the purpose o£ the Consignment account. Describe how it 
should be opened, conducted, and closed. (N. Y., Dec., 1898.) 

4. How should^ a Consignment account be stated in a Balance Sheet ? 
(N. Y., June, 1901; 111., May, 1908.) 

5. How would you record a consignment in the books of (a) the con- 
signor; (h) the consignee? (N. Y., Jan., 1906*; N. Y., Oct., 1907; R. I.. 
Oct., 1907; Mich., Dec., 1914*; Mo., Dec., 1914.*) 

6. State two ways of treating consignments inward, when goods are to 
be sold subject to commission at the price at which they are consigned. 
Give the arguments for and against each method and your views thereon. 
(N. Y., June, 1912.) 

7. Give the difference between a Customer's account and a Consignment 
account and state how each should be classified in a general Balance Sheet. 
(N. Y., Jan., 1897; N. Y., June, 1909.) 

8. State how you would show on the Balance Sheet, if at all, consigned 
goods held for account of a principal? (Mo., Dec., 1914*; A. I. of A., 
May, 1919*; A. I. of A., Nov., 1919.) 

9. In closing the books of a corporation, how would you value goods 
consigned at selling prices to customers under an agreement by which con- 
signees pay for goods as used? (N. Y., June, 1908* ; N. Y., Feb., 1910.) 

10. A corporation issues to banks its Balance Sheet and includes 
therein, as Accounts Receivable, amounts for consignment of merchandise 
to branches which represent the cost of the merchandise consigned. State 
(o) what, if any, comment you would make about this in the report of 
your audit of the corporation; (b) what changes, if any, you would make 
in the Balance Sheet, and (c) why. (Mass., April, 1911.) 

11. In an audit of a concern which ships a part of its merchandise to 
its customers on consignment, you find that in making these consignments, 
sales are credited aad the consignees are charged at full selling price, the 
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Consignees' accounts being carried with the other Customers' accounts. In 
preparing a Balance Sheet and Profit and Loss statement, what adjust- 
ments will it be necessary to make? (Ohio, Nov., 1917.) 

12. In making up the Balance Sheet of a firm or corporation, how 
should the auditor treat goods that (a) have l^een sent abroad on consign- 
ment and remain unsold, (b) are in the hands of the agents at home, 
(c) have been sent out on "sale or return"? (N. Y., Jan., 1900; N. Y., 
June, 1909*; Cal., June, 1917.) 

13. In making up the Balance Sheet of a firm or corporation, how 
would you treat the goods that are on consignment in an "enemy" coun- 
try? (Cal., June, 1917.) 

14. The Springfield Motor Car Company ships automobiles to its 
dealers or agents, at the same time drawing upon them on sight draft with 
bill of lading attached. At the date of the audit, namely, December 31, 
1916, you find that sight drafts of a face value of $300,000 were dis- 
counted with the Tenth National Bank of New York. The dates of these 
drafts and of their being discounted were as follows: September 10, 
$20,000 ; October 5, $25,000 ; October 25, $40,000 ; November 10, $25,000 ; 
November 30, $15,000; December 15, $65,000; December 30, $110,000; 
total, $300,000. 

You completed the examination on February 15 and found that of these 
drafts only those bearing the dates of September 10, October 5, and Octo- 
ber 25 had been taken up by the dealers. The ears are in storage, pending 
delivery to the dealer upon presentation of the bill of lading. How should 
the above transactions be set up on the balance sheet of the Springfield 
Motor Car Company? In support of your answer an argument is required. 

(Ill, Nov., 1917.) 

15. Submit pro forma entries covering an incidental' shipment of goods 
to a factor, prepayment of freight, receipt of advances, receipt of account 
sales with cash to cover balance due, and closing of account. (N. Y., Dec, 
1897*; N. Y., Feb., 1910; N. Y., Dec, 1911.) 

16. In auditing the accounts of a corporation, what steps do you take 
to ascertain the correctness of its ledger accounts with a selling house? 
(Mass., Apiil, 1911.) 

17. In auditing the accounts of an engineering corporation you find a 
number of engines have been shipped to dealers on consignment, against 
which the dealers have made deposits of 75 per cent of the invoice price. 
The engines wei*e invoiced out to the dealers at the regular contract prices, 
being carried in Accounts Receivable, the deposits referred to being 
credited to the same accounts. In drawing the Balance Sheet, how 
would you consider these items should be stated, and on what basis of 
valuation? (Ohio, Nov., 1915; Mass., Oct., 1917.*) 

18. At the close of the fiscal period, how should consigned goods appear 
oil tlie books of the consignor? (Wash., April, lOOO; Mo., Dec.^ 1914*; 
A. I. of A., May^ 1919.) 
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19. As an auditor, to what extent would you charge yourself with 
responsibility for the accuracy both as to facts and figures of the con- 
signments! (Ill, May, 1913; Ohio, Nov., 1915.) 

20. In the eoui*se of an audit of a manufacturing corporation, you find 
that about 25 'per cent of their sales are sold on consignment and included 
in their Accounts Receivable liedgers as Accounts Receivable. Is this the 
proper method of handling consignment sales? If not, explain how they 
should be handled. How would you liandle the above condition in your 
report on the audit? (Va., Nov., 1918.) 

21. Define: Account Current. (Midi., Dec, 1914.) 

22. State the purpose of Shipment aeeoiuit. (N. Y., Dec, 1898.) 

23. State briefly the proper manner of conducting the Shipment ac- 
counts. (N. Y., Dec, 1898*; N. Y., Jan., 190G.) 

24. The amount of outstanding accounts receivable by a selling house 
for account of a consignor, whose account is unguaranteed, is $762,000; 
the selling house has advanced thereon, to the consignor, $80,000. The 
consignor shows, in his Balance Sheet: "Outstanding accounts receivable, 
$682,000," as embracing the above. State (a) your opinion of the pro- 
priety thereof, and if you would treat the items differently, (h) how and 
(c) why. (Mass., April, 1911.) 

Contracts 

25. Describe fully the following forms of contracts, viz., flat sum con- 
tract; cost plus fixed sum contracts; guaranteed cost plus fixed sum con- 
tracts; percentage contract; profit and loss sharing contract (Md., Oct., 
1919.) 

26. To what extent, if any, should executory contracts be reflected on 
the General Ledger of an enterprise? (N. Y., Jan., 1920.) 

27. May a building contractor estimate a profit on uncompleted work? 
(N. Y., June, 1904*; 111., May, 1909; 111., May, 1914*; Kan., May, 1916*; 
111., May, 1916*; CaL, Nov., 1916; Ohio, Nov., 1918.) 

28. Mention two waj's in which uncompleted contracts in various stages 
of progi'ess might appear in the Balance Sheet of a construction com- 
pany. (N. Y., June, 1906; N. D., July, 1919.*) 

29. Preparatory to closing the books of a contractor, say in a monu- 
mental business, would you allow in any manner for incomplete contracts, 
and how? Describe fully and specifically what you would do. (Pa., May, 
3900; Md., Jan., 1909*; Mass., Oct., 19i5.*) 

30. At the close of his financial year, a contractor has a number of 
uncompleted contracts in hand. On his Balance Sheet appears, as an as- 
set, the item "work in progress, $100,000," and in his Profit and Loss 
account appears the credit item, "Profit on Contracts, $20,000." How 
would you, as auditor, verify these figures? (Wash., April, 1906.) 

31. If any payments are received by a company on account of work 
in process, how would such payments on account lie shown in the Balancp 
Sheet? (N. Y., Dec, 1897; Mass., June, 1910*; Mich., June, 1910.*) 
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32. A firm of contractors enters into contracts for the erection of sev- 
eral buildings constituting an operating plant. For certain of the build- 
ings contracts specify a fixed price, while in other instances the con- 
tractor's compensation is to be actual cost, plus 10 per cent thereon. In 
what manner should the unfinished contracts be valued at the close of the 
fiscal year? (N. Y., Jan., 1906*; 111., May, 1906*; Ohio, Dec, 1908*; Cal., 
June, 1917*; N. Y., June, 1919.) 

33. When preparing a Balance Sheet of an industrial company, in what 
manner would you treat the Outlay on Uncompleted Contracts? (N. Y., 
Jan., 1907.) 

34. State in detail what steps you would consider necessary to verify 
the Deposits for Fulfillment of Contracts. (111., May, 1916.) 

35. You are employed to audit the Balance Sheet of a company which 
does all of its business by contract. It takes them from six months to 
three years to complete their contracts. In the assets in the Balance 
Sheet of the company at the date of your audit you find "Uncompleted 
Contracts:" (a) What examination of this item would you feel called 
upon to makef (6) Should this item be taken into consideration in ar- 
riving at the profits of the business, and, if so, in what manner? (Mass., 
Oct., 1914; Ohio, Nov., 1915; Minn., Oct., 1916.) 

36. A contracting firm has agreed to dissolve partnership, "A" con- 
tinuing the business. There is no provision in the partnership papers 
governing a dissolution. "A" had 2/3 interest and "B," 1/3 interest. 
They have quite a number of unfinished contracts. In arriving at a 
settlement, what accounts would you find it necessary to deal with, and how 
would you treat each one? Explain fully, and if necessary supply your 
own figures? (Pa., Nov., 1913.) 

37. At date of a partnership settlement two contracts are in hand and 
uncompleted; one for $1,200, estimated to cost $900, is three-quarters 
finished and is already charged up to the customer at $1,200 as of date of 
contract; the other for $2,000, estimated to cost $1,500, is half finished, 
and no entry has been made therefor. Suggest entries necessary to ad- 
just these accounts so that anticipation of profits shall not occur. (N. Y., 
June, 1914.) 

38. Draw up an outline of a report on your audit of the accounts of 
a corporation that has recently erected a large apartment house. Assume 
your instructions covered the period of erection and at least one year of 
operation. (A. I. of A., Nov., 1918.) 

39. In closing the books of a company at the end of its first year, 
liow would you treat "Bonus paid to secure contracts having two years 
to run." (Mass., Oct., 1917.) 

40. State briefly one special point that arises in connection with the 
audit of shipbuilding companies. (111., Dec, 1918.) 

41. A shipbuilder is building ten ships for the government. Five are 
upon a fixed contract price and five are upon cost plus 10 per cent. They 
are accepted 50 per cent complete on December 31. How would you dis- 
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close upon a Balance Sheet a warship in course of construction, 75 per 
cent complete and 50 per cent accepted, on the books of a shipbuilding 
company? (Cal., May, 1916.) 

42. A manufacturing establishment has a great many unfinished eon- 
tracts at the close of the fiscal year; how should these be set up in the 
statements? (N. Y., Jan., 1904.) 

43. Under what circumstances would you permit the inclusion in a 
statement of profits on uncompleted work in progress? (Mo., Dec, 1914.) 

44. When preparing a Balance Sheet of an industrial company, in 
what manner would you treat the "Estimated Profits on Uncompleted Con- 
tracts"? (N. Y., Jan., 1907; N. D., July, 1919.*) 

45. Describe a system of accounts suitable for a firm of contractors 
that does work on contract for a fixed siun and also on cost and percentage. 
(N. Y., Jan., 1906*; N. Y., June, 1906; Pa., Nov., 1917.*) 

46. How does the partial completion of long term contracts affect the 
Profit and Loss account? (Cal., June, 1917.) 

47. A title insurance company collects its fees for searches and insur- 
ance, on signing the contracts with the clients. The work to be done may 
extend over several months. Suggest a method of recording whereby the 
income may be spread over the period in which the expense ia incurred. 
(N. Y., June, 1912.) 

48. How should contracts for future delivery at a stated price, the 
work being in part completed, and in part but to a smaller percentage 
paid for, be treated in the Balance Sheet? (A. I. of A., June, 1917; Ind., 
May, 1918.) 

49. Explain how you would treat the contingent liability under con- 
tracts in your report on audit? (Iowa, Dec, 1918.) 

50. In the preparation of a Balance Sheet of a manufacturing com- 
pany, how could you handle liability contracts covering payment of raw 
material to Imj delivered durins: an ensuing six months* period? (Mass., 
April, 1911*; Cal., June, 1917.) 

51. Frame any entnes necessai'y to record the action of the directors in 
authorizing the acceptance of tenders for a new building planned in the 
amount of $185,000. (A. I. of A., Nov., 1917.*) 

52. An investigation of the details of an inventory dated January 1, 
1904, brings to light the following entry: Contract dated July 1, 1903, 

for delivery of 20,000 tons of between January 1 and June 30, 

1904, at $25 per ton, the market price at date of inventory being $27.50 — 
$50,000. 

Discuss the validity of the above entity under the following circum- 
stances : 

(a) In the preparation of a certified Balance Sheet for stockholders' 
meetings. 

(6) In investigation on behalf of a client who is considering the pur-, 
ehase of the majority of the capital stock of the companv. 
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(c) In investigation and preparation of certified Balance Sheet for 
the company (the company being your clients) which they desire to sub- 
mit to their bankers. 

(111., Nov., 1904.) 

53. How would you disclose on a Balance Sheet of a contractor a 
building which was 60 per cent complete but no part of which has been 
accepted? (Mich., Dec, 1916.) 

54. A company is engaged in a business in which It enters into con- 
tracts to render certain services for 52 weeks for $20, payable $8 in cash 
and the balance by installments on the first of each month. As an induce- 
ment to customers it gives with each contract an article costing $3, and 
it allows the agent securing the contract to retain out of the cash pay- 
ment a commission of $2.50. Experience shows that the cost of collecting 
the monthly installments averages 10 per cent of the amount collected. 

(a) What entries would you make on the books when the contract is 
secured ? 

(b) How would the accounts opened be disposed of by the time the 
contract is closed? 

(c) You are asked to change the bookkeeping system and open an 
entirely new set of books at a date when the records show, among other 
assets and liabilities, 1,000 contracts in force with an average of 25 weeks' 
service to be rendered on each, and installments amounting to $7,500 out- 
standing. What assets, liabilities, and reserves would you set up in the 
new books respecting these matters? It is not necessary to consider the 
question of cancelation or breaches of contract. 

(Pa., Nov., 1906.) 

55. John Williams is a building contractor who enters into a contract 
with Frank Brown by which they agree that they will make a joint bid to 
design and construct a proposed office building. The contract provides that 
Brown and Williams are to share equally in the profits or losses of the 
venture. Brown is to supply the larger part of the working capital neces- 
sary and is to be allowed interest at 6 per cent on the excess of his in- 
vestment over the investment of Williams. 

They are successful in securing the contract for the erection of the 
building, but owing to adverse physical conditions the cost considerably 
exceeds the bid. At a meeting to effect a settlement they each present 
statements of expense which are agreed upon with the exception of certain 
items included in Williams' bill, wiiich Brown claims are excessive, al- 
though he acknowledges the accuracy of all the facts involved. 

In order to settle the matter amicably they ask your opinion of the 
justice of the following charges by Williams ; 
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Concrete Mixing Machine — Cost, $3,000. Used for four months 
on this job and used on the average 10 months per year. 

Interest at 6% is $180 per year, 4-lOths year $ 72.00 

Depreciation at 15% is $450 per year, i-lOths year 180.00 

Repairs, average cost $100 per year, 4-10th8 year 40.00 

Second hand lumber, used for platforms, etc. Used by Williams 
on a previous job and destroyed during construction of this 
buildinff. For the purpose it was fully as good as new lumber 
and will have to be replaced by new lumber. Cost to replace . . 1,500.00 
Proportion of Material Yard Expenses. Determined by applying 
to the total yard expenses for the year, the ratio of the purchases 

for this contract to the total purchases for the year 300.00 

Special Shape Steel Beams — Taken from Williams's yard. Originally 
bought for a previous contract at a cost of $1,500 but were 
never used. If they had not been used on this contract they 
would have been sold &s junk for about $500. Cost to buy in 
present market 2,000.00 

(111., May, 1917.) 

56. In auditing the accounts of a corporation for the year ended De- 
cember 31, 1918, you find that for the first time there were taken into 
consideration goods to be received after January 1, 1919, which you find 
were covered by firm contracts. The purchase price of the goods was 
charged to purchases account as of December 31, 1918, and credited to the 
vendor. In the inventory the goods were taken at 20 per cent less than 
the cost. You find that the mai-ket price was in fact 80 per cent of cost. 
Tax statements have been prepared in accordance with the books. 

Give your opinion as to the wisdom and propriety of the course adopted 
and your advice as to reflecting the foregoing in the Balance Sheet. 

(A. I. of A., May, 1919.) 

57. A contractor engages to erect a building for $250,000 and his 
estimates indicate a profit to him of $25,000 in the transaction. He re- 
ceives during the fiscal year payments aggregating $85,000 on the archi- 
tect's certificates showing that $100,000 worth of work has been done. 
Ought any of the contemplated profits to be carried into the accounts for 
that year and if so, how muchf (N. Y., Jan., 1906; Ohio, Nov., 1917; 
Md., Dec, 1917.*) 

58. Describe the methods to be adopted in preparing monthly or quar- 
terly Balance Sheets for a company engaged upon large construction con- 
tracts running over several months, where it is the custom for the company 
to receive advances from its customers based upon the percentage of 
work completed from time to time, in so far as a proper statement in the 
Balance Sheet of the value of work in progress, giving consideration to the 
question of overhead expenses, and advances by customers may be con- 
cerned. In this connection, further indicate whether or not you think it 
conservative practice to take up any profit on contracts not completed, 
and assuming that a profit might under certain conditions be taken up 
before completion of a contract, how such a situation would be given 
effect on the face of the Balance Sheet. (Wash., July, 1917.) 

59. A construction company desires always to show upon its Ledgor 
the balance of its liabilitv for contracts entered into and to be carried 
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out by sub-contractors. There is, however, no actual liability until the 
sub-contractor has completed the whole or a part of his work. Payments 
by the construction company are to be made as the work progresses, based 
upon the estimates of their engineer, less a 15 per cent reduction which 
later is allowed to accumulate until all the work under the contract has 
been satisfactorily completed. A voucher system is used by the con- 
struction company. Show the form of the Journal entries necessary to 
bring the above transactions on the books of the construction company. 
(111., May, 1907.) 

60. At the close of the fiscal year the books of an engineering con- 
struction company show the condition of certain uncompleted contracts 
as follows: 

Contract No, 1 

This is a "cost plus percentage" contract, on which the company gets 
cost of material and labor, plus 10 per cent thereon for its services. The 
contract account shows cost to date of materials and labor to have been 
$50,000, in addition to which the company's expenses on the contract have 
been $2,000. 

Contract No. 2 

This is a contract taken at the inclusive price of $100,000. It is esti- 
mated to be three-fifths completed, and the cost to date is $50,000. 
Contract No, 3 

This is a contract taken at the inclusive price of $50,000. It is estimated 
to be four-fifths completed, and the cost to date is $45,000. 

Show how, as auditor, you would expect each of these contracts to be 
dealt with in closing the books for the year. 

(Wash., March, 1909.) 

Joint Ventures 

61. Define: Joint venture. (Wis., May, 1916.) 

62. Differentiate between consignments, adventures, and joint accounts. 
How should Consignments Received, to be realized for and on behalf of 
another, be best treated? How should the managing partner of a joint 
adventure treat the same in his books? Illustrate. (Mich., June, 1908.) 

63. What is the meaning of the term and how is the Venture account 
used? (Ohio, March, 1910.) 

64. Describe the nature of the Venture account. (N. Y., Dec, 1896; 
W. Va., May, 1917.) 

65. Describe the nature of the Joint account. (N. Y., Dec, 1896; 
W. Va., May, 1917.) 

66. State the purpose of Adventure Joint account; describe how it 
should be opened, conducted, and closed. (N. Y., Dec, 1898.) 

67. State wherein lies the principal difference between an investment 
and a venture. Under what conditions should interest enter into the ac- 
count of either? Give reasons. (Md., Jan., 1909.) 
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()8. Detail a scheme for keepiug shippiuj^ accounts so that the true and 
exact condition of each venture can \)e shown at any time. Give entries 
for every phase of shipping transactions, including advances to shipper 
})y consignee, and state the object and effect of each entry. (N. Y., June, 
1904.) 
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PROBLEMS 

CONSTOXMKKTS, rOXTRA(TS, AXD VKNTURES 

1. Indicate by Journal entries how the foUowini*: transactions should 
become recorded upon (1) the books of the consignor, and (2) the books 
of the consignee : 

(a) Shipment of goods costing $12,000 which are expected to be sold 

for $16,000. 
(6) Sale of three fourths of such goods to sundry customers for a 

total of $15,000, only $5,000 of which is received in cash. 

(c) Return by customers of $55 of goods sold as defective in quality. 

(d) Advance of $4,000 to consignor by consignee, and payment of 

$100 freight and $150 warehouse expense by the latter. 

(e) Settlement of all customers' accounts except items totaling $200, 

which are written off as uncollectible. 
(/) Remittance to cover balance due consignor aftei consignee has de- 
ducted commission at the rate of 3 per cent on the selling price 
of goods sold. (Account of sales is rendered only when consign- 
ment is sold.) 

(111., Dec, 1916.) 

2. "A," "B" and Company agree with "C," "D" and Company that 
the latter shall ship on consignment to Honolulu on joint account 20 
cases of commoditj^ "X," the invoice price of which is $2,100, less 2iA 
per cent. "A," "B" and Company pay the packing charges, $25, also 
freight, insurance and other charges, $90, and they draw on their corre- 
spondents in Honolulu in advance for $1,600 at 90 days, which is dis- 
counted at a cost of $20, and the i)roceeds handed to "C," "D" and Com- 
pany as part payment. These transactions may be dated March 31, 1909. 
On the 30th of November, 1909, "A," "B" and Company receive the ac- 
count sales and net proceeds, $41 S, and they then pay "C," "D" and Com- 
pany the balance due them. 

Prepare a Joint Consignment account charging interest on the amount 
lying out at 5 per cent per annum for eight months, closing it by dividing 
the loss; also an account to be rendered by "A," "B" and Company to 
"C," "D" and Company closed by payment of the balance and prove that 
the losses borne by each are equal. 

(111., May, 1910.) 

3. At date of a partnership settlement two contracts are in hand and 
incomplete; one for $1,200, estimated to cost $900, is thiee quarters finished 
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and is already ckai'ged up to customer at $1,200 as of date of contract ; the 
other for $2,000, estimated to cost $1,500, is half finished and no entry has 
been made thereof. Suggest entries necessary to adjust these accounts 
so that anticipation of profits shall not occur. (N. Y., Jan., 1904 ; N. Y., 
June, 1914.) 

4. "A," party of the first part, enters March 1, on the performance of 
a contract for $50,000 payable in two installments of $25,000 each, the 
first of which is due on the completion of a specific part of the work but 
subject to 10 per cent to be retained by the party of the second part as 
security for the continuation of the undertaking; the second, together with 
the security retained as aforesaid, is to be paid on final acceptance of the 
completed work. 

"A" has a capital of $4,000 available for payment of labor, which proves 
insufficient. He therefore takes in as associates on April 1, ''B," who 
contributes $3,000, and "C," who contributes $1,000, "B" and "C" to 
share profits in the proportions of % and %, respectively, and to receive 
interest on capital at 6 per cent per annum. 

The first installment on the contract falls due and is paid on May 1, 
at which date there had been expended by the contractors for labor and in- 
cidentals $7,502 and obligations for materials and supplies furnished on 
credit had been incurred and were outstanding to the amount of $13,900, 
of which all but $1,500 are forthwith settled from the installment money. 

On receipt of the first installment "B" and "C" withdraw their capital 
and realize the profits earned at the completion of the first stage of the 
work leaving "A" to continue alone, it being carefully estimated and 
mutually conceded that a further outlay of $26,158 will be sufiicient to 
finish the work and cover all reasonable contingencies. 

Show by skeleton Ledger accounts the cash payable by "A" to "B^ and 
"C" respectively, on their withdrawal from their partnership and state 
the resources and obligations that remain to "A" on entering on the second 
part of the work. 

(N. Y., June, 1908; Cal, Nov., 1916.*) 

5. On April 30, 1911, St. John and Company and Carpel Brothers 
enter into a joint venture agreement. They each contribute $4,000 with 
which they pay for goods that are shipped on May 1 to John Doe of San 
Francisco. St. John and Company advance $400 to defray freight and 
incidental expenses. John Doe, the consignee, is allowed 10 per cent on 
the cost of the goods and is to sell them at whatever price he can obtain 
for them. 

On June 1, 1912, on the strength of a report sent by wire, Carpel 
Brothers draw at sight on John Doe for $4,000 to the order of Carl Peter 
of New York. On July 1, 1912, St. John and Company receive from 
the consignee a check for $11,200, all the goods being sold ; on the same 
day St. John and Company settle with Carpel Brothers. Interest at 6 
per cent is allowed on all transactions affecting the partners in the venture. 

Prepare all the Ledger accounts brought about by the above on the 
books of St. John and Company, including a joint venture account. (Con- 



CONSIGNMENTS, CONTRACTS, AND VENTURF]S 293 

struct your Ledger accounts in such a manner that they will explain fully 
what took place, and make a cross reference possible.) 

(N. Y., June, 1012.) 

6. The followiuij: is a Irial balance of the National Bridge and Steel 
Company. for the year ending; December 31, 1915. From it and the sup- 
plementary data prepare a revenue statement for the year 1915. 

Trial Balance 



Authorized Capital Stock 

Unissued Stock 

Real Estate 

Buildings 

Machinery 

Construction Work in Progress (Company use) 

Notes Receivable (J*Jot due for 5 years) 

Inventory of Raw Material 

Expense on Contracts in Progress 

Selling Expense on Contracts in Progress 

Due on Uncompleted Contracts 

Accounts Receivable 

Certified Checks Deposited with Bids 

Notes Recei\ able 

Cash in Bank 

Contract Prices on Contracts in Progress 

Notes Receivable Discounted 

Notes Payable 

Accounts Payable 

Depreciation Reserve 

Bad Accounts Reserve 

Surplus 

Contract Prices on Completed Contracts 

Dividends Declared and Paid 

Raw Material Used 

Shop Labor 

Shop Expense 

Erection Labor 

Erection Expense 

Field Overhead 

Drawing Room Expense, Shop $10,845 

Drawing Room Expense, Erection 3,615 

Selling Expense on Completed Contracts 

General and Administrative Expense 

Outfi^oing Frei^t 

Interest on Notes Payable 

Interest on Notes Receivable • . . 



$300,000 

67,000 

172.000 

350,000 

11.600 

20,000 

125,000 

356,000 

30,000 

181,000 

180,000 

10,000 

24.000 

43,553 



$1,000,000 



42,000 
411.538 
146,600 

81,800 
213.062 

91,312 

28,015 

14,460 

61,400 

53,085 

74,077 

6,000 



$3,093,502 



296,000 
10,000 

100,000 
40,430 

148.000 
15,000 

147,256 
1,334,816 



2,000 



$3,093,502 



The expense spent on contracts in progress to date is $188,700. The 
contract prices on these contracts amount to $296,000. It is estimated 
that it will take $62,900 to complete the work. The work is 75 per cent 
complete. The estimated margin is 15 per cent of contract price. 

Reserve, for bad debts, Yo of 1 per cent of sales. 
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Reserve for depreciation, 5 per cent on buildings^ 7 jjer cent on ma- 
rliinery, 

(Wis., May, 1916.) 

7. On January 1, 1915, "A," "B," "C," and "D" held shares in the 
Bright G6ld Mining Company as follows : 

"A," 5,000 shares; '*B," 4,000 shares; "C," 3,000 shares; "D," 2,000 
shares. 

These shares were purchased by the parties mentioned as individuals for 
$5 each, which was their par value. 

It was decided by "A," "B,'^ **(\" and "D" that they should purchase 
for joint account 6,000 shares of the above company at the market price 
of $10 per share. This purchase was made on March 30, 1915, the 
l)arties bein*]^ interested in the j)urchase equally. The money was obtained 
from the Good Friend Banking Company, all the shares held being given 
as security for the loan. At this point an arrangement was made to pool 
the shares, each party becoming interested in the adventure in accordance 
with the shares held and the ]>urchase made on joint account. 

On April 15, 1915, the Bright Gold Mining Company issued new capital, 
one share being allotted for every five held. The shares were issued at a 
premium of $1 ]>er share. The pool borrowed money from the bank and 
on April IS, 1915, took up the shares, depositing them with the bank. 
Owing to a boom on the gold mining market, the shares rose rapidly and 
were partially sold as follows: 10,000 shares at $20 per share for settle- 
ment June 30, 1915; 3,000 shares at $18.50 per share for settlement July 
2, 1915; 3,000 shares at $15.75 per share for settlement July 3, 1915; 
4,000 shares at $15 per share for settlement July 10, 1915. 

As the proceeds of the various sales were obtained on the dates men- 
tioned, the bank was paid off in interest at 8 per cent and any surplus 
paid into a current account with the bank. 

On July 31, it was decided to break the pool and that each party would 
receive his share of the stock unsold and the proportion of the cash in bank 
due to him. 

From the above information, prepare a detailed statement bringing out 
the result of the above transactions, and a further statement showing in 
detail the division of the cash in bank and shares unsold between the 
adventurers. • 

(111., May, 1916.) 

8. Blackman and Company of New York agree with Whittaker and 
Company to ship on joint account a carload of goods on consignment to 
Seattle. The invoice price of the goods is $4,000 less 57r. Blackman 
juhI Company pay the hauling, insurance and freight charges amounting 
to $200 and give to AVhitlaker and Company, March 1, 1905, a sight 
draft on tiie coTisignecs for $2,000 as part payment for the goods. On 
May 1, 1905, Blackman and Company leceive an account sales from the 
consignees and their check for $6,000 as the net proceeds of the consign- 
ment. They then pay Whittaker and Company the balance duo thorn. 
InteresI is calculated at 6%. 
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Prepare joint oonsignment account and the account to be rendered by 
Blackman and Company to Whittaker and Company. 

(N. Y., June, 1906.) 

9. Two merchants, C. F. Munton and W. A. Spencer, agree to share 
equally in a joint adventure in trade to the West Indies. 

On March 1, 1907, they charter a small vessel and purchase and ship 
malerials which cost them $197, for which Munton gives his check. 

This cargo they consign to John Smith, their agent at Havana, which 
he disposes of, and in return ships on board the same vessel 4,000 cases 
of Commodity A, and 100 cases of Commodity B; and he draws on 
Munton at sight for $125, this being the amount of the agent's charges 
and disbursements over and above the net proceeds of the cargo consigned 
to him. Munton accepts and pays the bill. On April 1, the vessel arrives, 
whereupon Munton pays sundry charges of $337.50. Spencer pays the 
fieight, amounting to $403. On April 4 Munton sells 1,000 cases of 
Commodity A to Henry Chamberlain for $239.58, and collects $150 and 
on April 10 Spencer collects the rest. 

About this time, Mr. Spencer happens to have occasion for 1,400 cases 
of Commodity A, which he takes on April 14, and with Munton's consent 
values at $291.66. He also takes 10 cases of Commodity B, valued at 
$47.50. Munton sells the other 1,600 cases of Commodity A on April 
20 to John Walters for $383.33, and a month after accepts $382.50 in 
full payment. 

Mr. Munton next sells on April 25 the other 90 cases of Commodity B 
in barter for 30 cases of Commodity C, which he and Spencer divide 
equally })etween them. 

The goods being thus disposed of, ^Munton presents his bill of charges, 
which comes to $22.66, and desires to have accounts stated between Mr. 
Spencer and him. 

You are required to give the Ledger accounts of the joint adventure 
ipcording the foregoing transaction, as follows: Joint adventure account, 
C. F. Munton, W. A. Spencer, Henry Chamberlain, and John Walters. 

(111., Dec, 1907.) 



CHAPTER XVI 



SINGLE-ENTRY BOOKKEEPING 



Definition — Single-entry bookkeeping is a method of recording business ^ 
transactions, which does not require equal charges and credits for every 
exchange.* In its simplest form, it includes only entries affecting persons" 
(customers, creditors, and proprietor), but it usually includes the cash 
account,* and sometimes includes the note accounts.* It is sometimes 
claimed that a system recording cash and notes ought to be called an 
incomplete double-entry system and not a single-entry system,* but, as 
lack of balance between debit and credit entries seems to be ths line of 
demarcation between single- and double-entry," this contention seems in- 
correct. Some accountants object to single-entry bookkeeping being 
designated as a system on the ground that the method is not a record of 
all transactions,* but this contention seems faulty in that single-entry 
most assuredly is a scheme of keeping books and the una])ridged dictionary 
lists "scheme" as a synonym of "system." 

Journalizing — The rule for journalizing in double-entry is :" 



Debit: 

(a) Increase in Assets 

(b) Decrease in Liabilities 

(c) Decrease in Proprietorship 



Credit: 

(a) Decrease in Assets 

(b) Increase in Liabilities 

(c) Increase in Proprietorship 



This rule will hold for single-entry also, the only difference being that 
entries which would be made in double-en trv to accounts not maintained 
in single-entry are omitted.* 

Books Required — A journal, cash bo'ok, and ledger Are required in a 
single-entry system, and sales and purchases books are frequently used.*" 
The ordinary "T" form is satisfactory for the ledger." The journal may 
be the ordinary two money column form,** but it is preferable to use a 
three column form, labeling the first column "Items" and using it for 
figures which will not be posted, and labeling the second and third columns 
"Dr." and "Cr.," respectively." The cash, purchases, and sales books 
should consist of two column journal paper, the first column being used 
to record figures which are posted and the second column the figures 
which will. not be posted.** 

Proprietor's Account — The proprietor's capital account and his per- 
sonal account are usually maintained the same in single-entry as in double- 



*For explanation of superior figures see page 307. 
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entry, except that when the net profit for the period is closed into the 
propiietor's personal account no debit entry is made." 

If every transaction is recorded in the proprietor's account at the time 
the ordinary entries for the transactions are made, the proprietor's account 
will show the current changes in net worth and no adjustment will need 
to be made at the end of the fiscal period." On account of the imcertainty 
of being accurate and the amount of work involved this method seems 
impracticable." 

Proof of Posting — The method of posting is the same in both single- 
and double-entry." As a trial balance cannot be taken off single-entry 
books,** a schedule called "proof of posting" is prepared to prove the 
accuracy of the posting.^ A pro-forma "proof of posting" would be:" 

Proof op Posting 



Final Date: 

Total Credit Ledger Balances 

Total Debit Ledger Balances 

Excess Credit over Debit Ledger Balances. . . 

Initial Date: 

Total Credit Ledger Balances 

Total Debit Ledger Balances 

Excess Credit over Debit Ledger Balances. . . 

Excess Interim Credits over Debit Postings. . . . 

Interim Postings: 

Totals from Journal 

Totals from Sales Journal 

Totals from Purchase Journal 

Totals from Cash Books 

Grand Totals 

Excess Interim Credit over Debit Postings .... 



xxxxxxx 
xxxxxxx 


xxxxxxx 
xxxxxxx 


xxxxxxx 
xxxxxxx 


Debit 
xxxxxxx 
xxxxxxx 
xxxxxxx 
xxxxxxx 


Credit 
xxxxxxx 
xxxxxxx 
xxxxxxx 
xxxxxxx 


xxxxxxx 
xxxxxxx 


xxxxxxx 





xxxxxxx 



xxxxxxx 



Statements of Condition — The unbooked assets and liabilities must be 
inventoried before financial statements can be made.*^ Some accountants 
make a distinction between the terms "balance sheet" and "statement of 
assets and liabilities" by limiting the term "balance sheet" to a statement 
of condition prepared from double-entry books,*' while other accountants 
use the term "balance sheet" for statements of condition prepared from 
both single- and double-entry books.'^* As the distinction involves the 
prepared statements and not the methods of preparation, it seems illogical 
to differentiate between statements of condition drawn from double- and 
single-entry books when in form and content the statements may be 
identical. Furthermore, the term "statement of assets and liabilities" 
forces the accountant to state that the capital accounts are liabilities, 
which is contrary to fact. 



*Ji)8 
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Statements of Progress' — As single-entry does not maintain nominal 
accounts, the profit for the period cannot be found by the method used 
in double-entry.*" The single-entry method of calculating profits takes 
cognizance of the comparative net worths and the proprietor's interim 
drawings and investments.' 
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Statement of Profit and Loss 



Net Worth at Close of Period . 
Net Worth at Start of Period . 

Increase in Net Worth 

Add — Interim Withdrawals . . 

Deduct — Interim Investments 
Net Profit for Period 



xxxxxxx 
xxxxxxx 



xxxxxxx 
xxxxxxx 



xxxxxxx 
xxxxxxx 

xxxxxxx 



Audit of Single-Entry Books — There is absohUely no difference, so 
far as the auditing principles are concerned, in the audit of single-entry 
and double-entry books.*' As single-entry books do not lend themselves 
to tests and automatic checks, more details shoidd be verified than if the 
books were kept by double-entry."''* 

Advantages and Disadvantages — The only advantage of single-entry 
is its simplicity,™ while its chief disadvantages are (a) lack of check on 
journalizing,"" (b) lack of sj-stem of internal check,"^ (c) failure to show 
causes of profits and expenses,** and (d) failure to record non-personal 
real accounts.** 

Where Applicable — Single-entry is practicable only when non-personal 
accounts are unimportant. Its use should be limited to the business of 
small retail and commission merchants,'^ and to professions, trusteeships, 
and charitable institutions.""* The owners of these businesses even will 
usually find it to their advantage to change to double-entry. 

Changing from Single-Entry to Double-Entry — The first step in 
changing from single- to double-entry is to credit the profits for the 
period to the proprietor's capital account."" Tlien if the same books are 
to be maintained, the items of the balance sheet at the end of the period 
would be journalized but only the unrecorded accounts would be posted." 
If new books are to be opened, the old books would be closed,'* the items 
of the balance sheet journalized and posted completely.™ 



SlNGLK-ENTltY B00KKEEP1N(J 209 



QUESTIONS 

SINGLE- E XTK V 1 100 K K KEPI NG 

1. Mention the methods of bookkeeping' in general nse. What books 
iire ordinarily kept in each case? (N. Y., June, 1906.) 

2. Define single-entry bookkeeping. (Pa., Nov., 1899*; Ohio, Nov., 
1913»; S. C, Sept., 1919.*) 

3. State concisely the principles of single-entry bookkeeping. (Va., 
Nov., 1910*; Wash., June, 1912*; Ind., June, 1916.) 

4. Reduce the single-entry system to a few accounting equations that 
will embody all its basic principles. (N. Y., June, 1912.) 

5. What information can you get from a set 3f books kept by double- 
entry which you cannot get from a set kept by single-entry f (N. Y., 
June, 1899*; Mich., June, 1913*; Mich., Dec., 1914.) 

6. What are some of the advantages of double-entry over single-entry? 
iN. Y., Dec, 1898*; N. Y., Jan., 1900*; N. Y., June,' 1900; N. Y., Jan., 
1902*; Mich., June, 1913; Ohio, Nov., 1913*; Ohio, Nov., 1915*; Ind., 
June, 1916; N. C, Aug., 1917.*) 

7. State wherein double-entry bookkeeping differs from single-entry 
bookkeeping. (N. Y., Dec, 1896; N. Y., Jan., 1897; N. Y., Jan., 1900*; 
X. -Y., June, 1900*; Wash., May, 1903; Cal., June, 1904*; Pa., May, 
1905; Md., Jan., 1909; N. Y., June, 1909; W. Va., May, 1917; N. C, 
Aug., 1917*; Va., Nov., 1918*; S. C, Sept., 1919.*) 

8. State briefly your views as to the single-entry system of keeping 
accounts. (N. J., 1904-1909.) 

9. State your views as to the relative merits of bookkeeping by (a) 
single-entry; (&) double-entry. (Pa., Nov., 1899*; Md., Oct., 1903*; 
Wash., May, 1911.) 

10. Discuss briefly the following statement: Single-entry is an obsolete 
system and has no place in modern business. (Cal., Nov., 1916.) 

11. Name three kinds of undertakings in which the single-entry method 
is commonly used. (Cal., May, 1916.) 

12. Show how the Proprietor's account, under the theory of single- 
entry, may be so kept that in a small business where the cost of goods 
sold is easily determined, the net worth of the business may be known 
at any time. (N. Y., June, 1913.) 

13. If you were called upon to change a single-enlry set of books 
tv (loiihle-enlry, wlint int'orinatiou would be necessary? (S. C, Sept., 
1919.) 
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14. How may a set of books be changed from single-entry to double- 
entry? (N. Y., Jan., 1897* ; N. Y., June, 1901* ; 111., Nov., 1903* ; Wash., 
April, 1906*; Va., Nov., 1910*; 111., May, 1914*; W. Va., May, 1917; 
N. C, Aug., 1917*; Va., Nov., 1918*; S. C. Sept., 1919.*) 

15. Prepare .stei)s and show proce<lure necessary to convert to double- 
entry from single-entry the schedule of assets and liabilities which, 
taken from the latter, appear as follows : 



Cash $12,000.00 

Merchandise inventory .... 7,500 00 

Notes receivable 1,500 .00 

Accounts receivable 5,000.00 

Real estate 3,500.00 

Plant and equipment 2,000 .00 

Furniture and fixtures 1 ,000 . 00 

$32,500.00 



Liabilities 

Notes payable $4,000 .00 

Accounts payable 8,500 .00 

Excess of assets over lia- 
bilities, being capital . . . 20,000 .00 



$32,500.00 



(Ind., June, 1916.) 

16. On taking charge of a set of books kept by single-entry, belonging 
to a produce company engaged in buying and selling farm produce, 
wholesale and retail, how would you suggest that they be started? (Mich., 
Nov., 1907.) 

17. 'After having conducted his business as a wholesale coal dealer 
for one year, and keeping only single-entry accounts, the proprietor 
employs you to place his books in condition to be kept on a system of 
double-entry. You find only a Cash Book, Day Book and Ledger. De- 
tail the course you would adopt to produce a Profit and Loss account 
and a Balance Sheet and for providing double-entry system required. 
(111., May, 1909; 111., May, 1910.*) 

18. Explain the method of preparing a Balance Sheet from single- 
entry bookkeeping. (N. D., July, 1916.) 

19. Define: Statement of Assets and Liabilities. (N. Y., Jan., 1906; 
N. Y., Feb., 1910; La., May, 1913; Wis., April, 1914; Kan., May, 1916; 
Cal., June, 1917; N. C, Aug., 1917.) 

20. Explain the difference between Balance Sheet and Statement of 
Assets and Liabilities. (N. Y., Jan., 1907; Va., Oct., 1911*; Wash., June, 
1912; Minn., Oct., 1916; Cal., Nov., 1916; Ohio, Nov., 1918; Ohio, Oct., 
1919.) 

21. How will the Balance Sheet from single-entry books differ from 
the one obtained from double-entry books? (N. D., June, 1914.) 

22. Describe the proof of posting method used in testing the accuracy 
of the Ledger in single-entry. (N. Y., June, 1914.) 

23. State the process of making a trial balance of a single-entry 
Ledger. (N. Y., Jan., 1900.) 

24. How would you determine the profits for a given period from a 
set of books kept on the single-entry system, the capital at the beginning 
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of the period being known? (N. Y., Jan., 1897*; N. Y., Dec., 1898*; 
N. Y., Jan., 1900*; N. Y., Jan., 1906; N. Y., June, 1906*; Mich., July, 
1906* ; Cal., May, 1908* ; N. Y., June, 1909* ; N. Y., Feb., 1910* ; Va., 
Nov., 1910; Wash., June, 1912*; N. D., June, 1914*; Ohio, Nov., 1915*; 
N. D., July, 1916*; N. Y., June, 1917*; N. D., Aug., 1917*; Md., Dec, 
1917*; Va., Nov., 1918*; S. C, Sept., 1919.*) 

25. Is the' asset and liability method of ascertaining profits infallible ? 
(N. Y., June, 1917.) 

26. Supposing the materials for making up a Balance Sheet by double- 
entry are wanting, how can the profits of a business between two given 
dates be arrived at? Give an example. (111., Nov., 1908; Ind., June, 
1916.) 

27. How are the profits and the invested capital of partners to be 
determined when no books, other than a check book, have been kept? 
(N. Y., Jan., 1917.) 

28. Explain the method by which the net result of a double-enti-y 
Profit and Loss account may be proved by use of resources and liabilities. 
(N. Y., Jan., 1911.) 

29. State what evidence supports the correctness of a constructed 
statement of operations from a single-entry system of bookkeeping? (N. 
C, June, 1916.) 

30. How much of an audit is it possible to make of a siugle-entry set 
of books? (S. C, Sept., 1919.) 

31. How would you audit a set of single-entry books and how would 
you prepare therefrom statements showing the results obtained by the 
business? (Fla., July, 1909.) 

32. How would you audit a set of single-entry books? (N. Y., June, 
1899*; Wash., April, 1906; N. Y., Feb., 1908.*) 

33. Y'ou are asked to test the correctness of a set of books kept by 
single-entry by applying the double-entry system to the entries made. 
What would you do, without writing a new set of books? Take as a basis, 
the following Ledger accounts : 

Dr. John Doe Cr. 



1905 
Jan. 2 


Balance 

Mdse 


$1,000 
500 


1905 
Feb. 2 . . . 

ii 


Cash 


$600 


" 20 


Discount 

Returns 


12 






400 


Dr. 




Richard Doe 




Cr. 


1905 
Jan. 25... . 


Freight charges 
Acceptance — 
Mdse. returned. 


$200 

1,500 

300 


1905 
Jan. 20... 


Mdse 


$2,000 


Feb. 2.... 







(N. Y., June, 1906.) 
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PROBLEMS 



SINGLE- ENTRY BOOKKEEPING 

1. The Unique Company is a corporation organized under the laws 
of Ohio, with a paid-up capital of $18,000. The books are kept single- 
entry^, and consists of a Cash Book and a Ledger for pei-sonal accounts 
only. 

The following is a statement of the Assets and Liabilities as of January 
1, 1918: Cash, $3,000; Accounts Receivable, $5,000; Merchandise In- 
ventory, $10,000 ; Accounts Payable for purchases of merchandise, $8,000 ; 
Equipment, $10,000. 

Tlie cash disbursements for the year 1918 were as follows : Merchandise 
Purchases, $40,000; Factory Expenses, $5,000; Selling and Administrative 
Expenses, $5,000; Factory Payroll, $8,000; Equipment, $1,000; John 
Edwards, President, personal, $1,000. 

At December 31, 1918, the Accounts Receivable amounted to $1,000, 
after charging off $100 for bad debts; the merchandise on hand was 
$12,000 and Accounts Payable for merchandise purchases amounted to 
$3,000. After allowing for depreciation the Equipment was valued at 
$10,000. The undivided Profits or Surplus amounted to $5,000. 

You are required to prepare from the given data a statement of the 
Assets and Liabilities, and of the Profits or Losses, Sales, Cost of Sales, 
and net results for the year. (Ohio, Oct., 1919.) 

2. From the books of Messrs. Deas & Alexander, which are kept by 
single-entry, the following Balance Sheet as at June 30, 1914, was taken : 



Cash in Bank and on Hand. 

Accounts Receivable 

Inventories 

Buildings and Equipment. . . 



$10,800 

16,032 

29,980 

8,000 

$64,812 



Accounts Payable $10,39) 

Capital Accoimts: 

Deas $3,263 

Alexander . . . 51,240 5-1,503 

$64,812 



It was agreed that the partnership would be dissolved as at October 31, 
1914, but that Alexander would continue the business. It was further 
agreed that Deas would be paid the balance to his credit at June 30, 1914, 
together willi a sum of $5,000 to cover his interest in the goodwill of the 
business and his profits u|) to October 31, 1914, which latter was estimated 
at $1,200. From this amount, howevei*, his di'awin^s, amounting to $800, 
w^ere to be deducted. 
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The following balances were shown on the books at June 30, 1915 ; Cash 
in bank and on hand^ $8,310; Accounts Receivable, $12,203; Inventories, 
$29,143; Buildings and Equipment, $8,103; Accounts Payable, $8,706. 

You ascertain that on April 30, 1915, merchandise valuetl in the books 
at $500 was destroyed by fire. As this loss was not covered by insurance, 
Mr. Alexander reduced the book value of his inventory to take care of the 
loss. 

The additions to the Buildings and Equipment during the year cost 
$503, but the book value of these assets Avas reduced by the sum of $400 
to take care of depreciation. 

Alexander's personal drawings during the year amounted to .$2,500. 

You are instructed to prepare a Balance Sheet for Alexander as at 
June 30, 1915, together with statement showing profit or loss for the year 
and the distribution of same. You are also required to write up Alex- 
ander's Capital account for the year to June 30, 1915. 

No value is to be placed on the goodwill. 

(111., May, 1916.) 

3. The books of a manufacturing concern, which began business Janu- 
ary 1, 1912, were kept by single-entry. 

After the close of the second year, you are called in to i)rej)are a com- 
l)arative statement showing the financial condition as at December 31, 

1912, and December 31, 1913, the following information being handed you, 
from which to draw your conclusions: 

Statement as of Decemhfu 31, 1912 
(Prepared by the bookkeeper) 

Manufacturing expense $5,384 .25 

Capital stock, ifully paid 15,000 .00 

Plant and equipment 20,000 .00 

Cash 3,645.15 

Gross sales for year 11,236 . 15 

First mortgage bonds (due Deconber 31, 1913) 15,000.00 

Material and supplies (inventory) 4,563 .84 

Notes payable 7,500.00 

Accounts Receivable 6,125 .36 

Accounts Payable 2,936 .43 

Interest on Bonds (9 months) accrued 562.50 

Interest on Notes and Accounts Payable accrued 326.50 

During the year 1913 there has been subscribed, and paid in cash, $5,000 
additional capital stock. All the notes and old accounts payable have 
been paid, together with the interest accrued as above. 

The plant and equipment were revalued in January, 1913, at $1.7,500. 
Of this amount, you are instructed to charge off 5 per cent for deprecia- 
tion, and carry 2V2 per cent to reserve, to cover repairs and renewals. 

The outstanding bonds were paid, both principal and interest, when due. 

The accounts payable (all for material and supplies) at December 31, 

1913, amounted to $1,146.34, none bearing interest. 

No inventory was prepared as at December 31, 1913. The purchases 
durin<> the year 1913, all paid £)V in cash, amounted to $10,390.42. The 
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sales during tlie year were $28,726.50, of which 10 per ceut are still uncol- 
lected and considered good, for the purpose of estimating the inventoiy 
the management considers the gross profit to be 50 per cent of the sales. 

Of the accounts receivable January 1, 1913, $5,496.43 was collected, and 
the balance you are instructed to charge off. 

Prepare the required statement. 

(Mo., Dec., 1914.) 

4. A siugle-entry set of books for 1912 is sent to you with an order 
to state a Profit and Loss account for the year and a Balance Sheet at 
December 31. The starting capital was $34,500. 



The Accounts Receivable . . 

The Accounts Payable 

The Merchandise 

The Plant and Machinery. . 
The Furniture and Fixtures 



January 1 


$26 500 


it ft 


7,500 


a << 


8,500 


iC << 


10,000 


• 


700 



December 31 1^4,000 
" 9,750 
" 9,500 
*' 10,000 



A summary of the Cash Book for the year shows as follows : 

Received: 
Accounts Receivable $30,000 



Capital paid in 
Disbursed: 
Bank Overdraft, January 1 

Accounts Payable 

General Expense 

Wages 

Personal Account 



2,500 

3.700 
12,500 
5,000 
7,750 
1,500 



leaving a bank account of $2,000 and currency on hand $50. 

Provide 5 per cent interest on capital disregarding additions during the 
year and personal drafts deducting 10 per cent for plant and machinery 
depreciation, 5 per cent for furniture and fixtures, and 5 per cent for bad 
debt reserve. 

(111., May, 1913.) 

5. John Doe commenced business with a cash capital of $15,000. At 
the close of the fiscal period the Ledger accounts were: Accounts Re- 
ceivable, $4,312.50; Merchandise Debit Balance, $o,062.50; Accounts 
Payable, $5,375; Expense, $900. Doe's total loss was $2,775. 

Prepare a statement of Assets and Liabilities and the Profit or Loss. 

(N. Y., June, 1914.) 

6. The Ledger accounts of Henry James on December 31, 1915, showed : 
Accounts Payable, $16,125; Accounts Receivable, $13,188; Expense, 
$2,450; Debit Balance Merchandise account, $15,187. He has started in 
business January 1, 1915, investing $45,000 cash. His total loss for the 
year 1915 was $8,074.50. 

Prepare a statement of Assets and Liabilities and the Profit and Loss. 

(N. Y., Jan., 1916.) 

7. In March, 1912, John Doe bought a dismantled plant, paying there- 
for $20,000, equipped it with machinery, and engaged in manufacturing. 
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He decided to incorporate his 'business. On January 1, 1913, he called 
in an accountant, who found a single-entry Ledger, with the following ac- 
counts, written up to the close of business on December 31, 1912: 

Debits 

Real Estate $20,000.00 

Machinery 35,210.00 

Returns 83 .00 

Allowances 184 . 16 

Sales Discounts (2% on billings) 587.20 

Freight 814.00 

Merchandise 21,288.10 

Labor 4,614 . 75 

Interest 852 .50 

Insurance (1 year to April 1, 1913) 750 .00 

Accounts Receivable (customers), gross 20,515.80 

Building Improvements 2,315 .74 

Expense 261.18 

Credits 

Mortgage $18,000.00 

NotesPayable .• 25,000.00 

Accounts Payable 18,752.40 

Sales. . . : 29,360.00 

The accountant found additional liabilities for unpaid payroll, $462.18, 
and current bills, $287.19. Reconcilement of the bank account revealed 
$1,163.40 cash on hand on January 1, 1913. Inventory at this date con- 
sisted of raw material, net, $7,684.23 ; stock in process, $2,418.32 ; finished 
goods, $4,684.11. Interest on mortgage is at 6 per cent, paid to Septem- 
ber 1, 1912. Notes payable are on demand, with interest at 5 per cent, 
paid to October 1, 1912. 

(a) Write the proper entries for recording on the books of the cor- 
poration the acquirement of this business, limiting the issue of capital 
stock to multiples of $1,000. 

(h) State how much cash was received from customers prior to January 
1, 1913. 

(Mass., June, 1913.) 

8. The books of the Butter, Egg and Cheese Companj^, with an author- 
ized and outstanding capital stock issue of $25,000, are kept by single- 
entry. 

It annually inventories all its assets and liabilities and from such in- 
ventory prepares a financial statement. At December 31, 1913, this in- 
ventory is as follows: 

Office, Cash $1,584 

Balance, Bank A 10,824 

Accounts Receivable 29,521 

10 shares in Competing Company 1,000 

Plant and Equipment 64,938 

Merchandise Inventory 21,737 

Prepaid Expenses 5,081 

Overdraft, Bank B 5,003 

Accounts Payable 19,747 

Mortgage Pavable 25,000 

Notes Payable 20,000 



30(i C. p. A. ACCOUNTING 

From a coiuparison of the financial statements at the beftiuninj^ and 
end of the year, you find that tlie item of "Plant and Equipment" is stated 
in an amount less by $11,460 than it was at the beginning of the year, plus 
additions during the year. 

The finanoial statement for the beqinnine: of the year showed a surplus 
of $35,703. 

From your analysis of the disbursements and unpaid accounts ]iayable 
at beginning and end of year, you find total purchases amounting to 
$661,910 and expenses for salaries^ wages, supplies, repair.*;, etc., amount- 
ing to $120,115. 

The purchases, however, included $450 paid out for John Smith, an 
employee, for which he has not reimbursed the company, and the total 
expense of $120,115 included $250 in the hands of a buyer as a working 
fund. 

The inventory .of merchandise at the beginning of the yeat- was $18,125 
and of prepaid expense was $2,653. 

There was cancelled on the Customei's' Ledger during the year $3,200 
of uncollectable accounts. 

There was paid for interest and discount on notes payable $1,061, and 
for interest on mortgage $1,500. 

A 10 per cent dividend was declared but not paid. 

From the foregoing prepare: (a) a Balance Sheet as at December 31, 
1913; (h) a Profit and Loss statement exhibiting net sale<. cost of sales, 
and gross and net profit for the year. 

(Ohio, Nov., 1914.) 



APPENDIX 

The Appendix contains a "KEY TO REFERENCES," 
and "REFERENCES FOR CHAPTERS/' In each chapter 
of the text there are superior figures after certain words. 
Corresponding figures will be found under the same chapters 
enumerated under the heading; "REFERENCES FOR 
CHAPTERS,'* on pages 315 to 331, inclusive. 

Immediately following the figures are the Key Letters, and 
following these are the pages to which reference Is made in 
the books designated by the Key Letters, In the KEY TO 
Rl^Fl^RENCES, on pages 309 to 314, Inclusive. 

To utilize the Appendix, proceed as follows: 
In Chapter I, page 1, the fifth superior figure is 5 (after 
be footed). Turning to the Contents, page xii, we find that 
References for Chapter I are on page 315. On that page, 
the number 5 refers to U89. Turning to the KEY TO 
REFERENCES, we find the Key Letter "U** on page 310. 
Opposite this Key Letter is the name of the book, on page 
89 of which you will find the reference desired. 
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